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ington Editor, Lyman L. Long: Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 





IN THIS ISSUE 
DECEMBER 1961 Vol. 39 No. 12 


The Travel and Entertainment Expense Problem by Mortimer M. Caplin 947 


The Commissioner of Internal Revenue discusses the abuse, the 
administrative problem and the Cohan rule as applied to travel and 
entertainment expenses. 


Significance and Implications of Recent Cases by Crane C. Hauser 


The Chief Counsel, IRS, reviews the Davis, Gilmore and Patrick 
decisions. These involve transfers of appreciated property and 
discharge of marital obligations in divorce proceedings, and also 
the deductibility of legal fees in such proceedings. 


Corporate Distributions of Property, Stock and Stock Rights 
—Dividend or Redemption? by William P. Sutter 


This article discusses the question of the difference, if any, between 
corporate dividend distributions and corporate distributions in 
redemption of stock. 


Tax Considerations in Corporate Divisions: 
Contraction and Liquidation by Donald McDonald 


This article complements the previous article and discusses the 
three courses open to the taxpayer who wants to divide, contract 
or liquidate his corporation. 


Analysis of Proposed ‘‘Tax Haven” 
Legislation by Emory S. Naylor, Jr., and Charles N. Huber 


The author says that the so-called tax haven legislative proposal 
is one on which taxpayers cannot afford to sit back with a wait- 
and-see attitude. 


TAXES—The Tax Magazine is published monthly by Commerce Clearing House, Inc., 4025 West 
Peterson Ave., Chicago 46, Illinois. Second-class postage paid at Chicago, Illinois. 


Subscription price: $9 per year—single copies, $1. December, 1961. Volume 39. Number 12. 


Change of address should be received at least 30 days before the date of the issue with which it is 
to take effect. 


© 1961, Commerce Clearing House, Inc., Chicago 46, Illinois. All Rights Reserved. Printed in the 
United States of America. 





IN THIS ISSUE—Continued 


Charitable Giving Developments in Tax Planning 
and Policy by Norman A. Sugarman 
The growth of charitable giving and charitable foundations has 


provoked greater interest in the philosophical base for tax exemp- 
tions and the role of charitable foundations in our society. 


Taxation of Real Estate Investment Trusts 
and Their Shareholders by H. Cecil Kilpatrick 


This article traces the development of the real estate trust from 
its origin in Massachusetts in the early part of the 19th Century. 


How To Read a Ruling by David W. Richmond 
This article covers 14 points to be wary of in handling or apply- 
ing an IRS ruling. 


Tax Problems in Corporate Reorganizations by Frederick R. Shearer 


This article discusses the problems growing out of recent litiga- 
tion im connection with the so-called “boot” provisions of the 
Internal Revenue Code. 


Problems in the Use of Loss Carry-Overs by Harold R. Burnstein 


It is axiomatic that before you can talk intelligently to a client who 
wants to acquire a loss corporation, you must know the applicable 
principles of law. This article treats these principles under three 
categories: (1) Section 382, (2) Section 269 and (3) the Libson 
Shops doctrine. 


Transfers to Controlled Corporations: 
Consideration of Thinness and Multiplicity by Walter J. Rockler 


The author says that in recent years the trend of decisions has 
reversed somewhat and now seems to favor the government and 
that those decisions which have caused great concern to taxpayers 
demonstrate more than anything else the classic sin of gluttony in 
tax matters. 

Tax-Wise News 


A department which reviews some of the interesting decisions of 
the last month’s parade of cases through the courts involving 
taxation. 


Washington Tax Talk 1105 


Highlights of tax news from Congress and various departments 
and agencies involving taxation. 


State Tax News 1109 


Recent legislative developments in key states. 


Books 1111 


Annual Index 1115 


946 December, 1961 @® TAXES—The Tax Magazine 





December, 1961 


The TAX MAGAZINE. | 


The Travel and Entertainment 


Expense Problem 


By MORTIMER M. CAPLIN 
Commissioner of Internal Revenue 


This is the text of a speech given 
by Commissioner Caplin 


before the University of Chicago tax conference. 


Tax treatment of travel and enter- 
tainment expenses (“T & E”) has 
long plagued the tax world and has 
inspired a host of suggested remedies 
by numerous commentators. The 
true depth of the problem was recently 
plumbed at the Committee on Ways 
and Means hearings on the President’s 
current proposals for legislative rem- 
edy and it is anticipated that further 
debate will ensue during the second 
session of the Eighty-seventh Congress. 

Why is the T & E problem so signifi- 
cant? The essential reason is that ex- 
perience discloses widespread abuse of 
the tax law in this area—abuse which 
strikes at the heart of our self-assess- 
ment tax’ system—with no satisfactory 
administrative solution apparent. 


T & E HISTORY—ADMINISTRATIVE 

Dissatisfaction over the T & E 
problem is not new.* Remedial ef- 
forts of past Commissioners have been 
widely commented upon, and extended 
discussion of them would merely re- 
peat what has been thoroughly stated 
before.2 Nevertheless, to put the is- 
sues in better focus, it is helpful to 
review the highlights of the past 
while emphasizing some of the more 
current developments. 


Ante 1952 


The general T & E problem first 
manifested itself significantly during 
World War II and the period follow- 
ing. Prior consideration related pri- 
marily to the question of travel expenses 
and per diem allowances.* 





* Current statutory provisions are Sections 
162, 212 and 262 of the 1954 Code. Essenti- 
ally similar provisions first appeared in the 
Revenue Act of 1918, Section 214(a)(1) and 
Section 215(a) 

* For examples Groh, “Travel and Enter- 
tainment Expenses,” 39 Taxes 253 (1961); 
Reed, “Uncle Sam v. The Expense Account,” 
39 Taxes 329 (1961); Sanden, “Guidelines 
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for Handling the Reporting of Business Ex- 
penses and Reimbursements,” 38 Taxes 972 
(1960); Perkins, “Recommendations for 
Preventing Disallowances of Expenses for 
Travel and Entertainment,” 4 Journal of 
Taxation 10 (1956). 

*See Reg. 33, Arts. 4 and 8; Reg. 45, Art. 
292;. Revenue Act of 1921, Sec. 214(a). 
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1952 


Almost ten years ago, in February 
1952, Commissioner John B. Dunlap 
expressed concern over lavish travel 
and entertainment items claimed as 
tax deductions, and announced that 
revenue agents were being instructed 
to examine carefully items on returns 
involving T & E expenses, executive 
expense allowances, business gifts and 
similar items. Top administrative 
officials at that time believed that cor- 
rective legislation was necessary.°® 


1953-1955 


Following change in administration, 
T. Coleman Andrews, Commissioner 
Dunlap’s successor, although express- 
ing substantial concern over T & E, 
believed that pending legislative pro- 
posals were not necessary and stated 
that the problem could be remedied 
by administrative action. A broad 
public information program was in- 
stituted, stressing that revenue agents 
had been alerted to investigate T & E 
abuse cases. In 1954 he issued Rev. 
Rul. 54-195, which emphasized the 
Service’s awareness of T & E abuses 
and outlined guides to be used by 
revenue agents in determining the al- 
lowability of T & E deductions, The 
ruling constituted the first official rec- 
ognition of the Cohan doctrine,’ but 
emphasized the need of secondary 
evidence at least to substantiate a 
claimed deduction. For example, a 
taxpayer who claimed travel expenses 
would not be entitled to a deduction, 
even applying Cohan, unless he pro- 
duced evidence showing he was on 
business travel status for a certain 
number of days at a certain location. 
The allowable amount of the deduc- 


*Bureau of Internal Revenue, Release 
S-2979, February 26, 1952. 

* This was the era of investigation of ad- 
ministration of the internal revenue laws by 
a subcommittee of the Ways and Means 
Committee, under the Chairmanships of 


Congressmen King and Kean. 
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tion could then be calculated through 
resort to known train or plane fares 
and comparable hotel prices. 


1955-1958 


Commissioner Russell C. Harring- 
ton attempted to improve on the ad- 
ministrative solution by emphasizing 
the need for record substantiation by 
employees on expense account or al- 
lowance arrangements. The line 6(a) 
addition to Form 1040 was announced 
in November of 1957. It would have 
required taxpayers first to include ex- 
pense account allowances or reim- 
bursements in gross income and then 
claim offsetting deductions on line 6 
(a) for T & E expenses. 


For many years Treasury regula- 
tions have required full reporting of 
expense account allowances and reim- 
bursement in income together with 
provision for offsetting deductions.® 
From 1921 through 1943 a space was 
provided on Form 1040 for these de- 
ductions. Thereafter, the instructions 
accompanying the return advised the 
taxpayer how to report such items. 
Insertion of line 6(a), accordingly, 
made no substantive change in the 
rules. Nevertheless, heavy public pro- 
test resulted because of the alleged 
accounting burden imposed on tax- 
payers, and a short while later it was 
announced that line 6(a) could be 
disregarded for returns filed for cal- 


endar year 1957, 


The line 6(a) proposal was there- 
after dropped completely in favor of 


a compromise approach. Treasury 
Regulation Section 1.162-17 was is- 
sued in 1958, shifting to the employer 
the obligation of policing most ex- 
pense account allowances. The reg- 


* 1954-1 CB p. 47. 

"Cohan v. Commissioner, 2 ustc J 489, 39 
F. 2d 540 (CA-2, 1930). See page 958. 

*See Reg. 101, Art. 23(a)-2(c); Reg. 103, 
Sec. 19.23(a)-2(c); Reg. 111, Sec. 29.23(a)- 
2(c); Reg. 118, Sec. 39.23(a)-2(c). 
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ulation was premised on the theory 
that most employers maintain accept- 
able business practices in requiring 
“accounting” by employees on ex- 
pense account arrangements, and 
adopted the concept that an employee 
should be required to account either 
to his employer or to the government, 
but not to both. 


The regulation provides, in essence, 
that an employee who is required to 
“account” and does “account” to his 
employer and who does not claim de- 
ductions in excess of allowances or 
reimbursements could consider the 
expense account arrangement as a 
“wash.” On the other hand, if the 
employee (1) is not required or does 
not account to his employer, or (2) 
claims tax deductions for T & E 
items in excess of allowances or re- 
imbursements, he must report all 
reimbursements and allowances on 
his return and maintain substantiat- 
ing records. “Account” is defined to 
mean a written statement to the em- 
ployer showing the business nature 
and amount of all the employee’s ex- 
penses (including those charged through 
credit cards) broken down into such 
broad categories as “transportation,” 
“meals and lodging while away from 
home overnight,” “entertainment ex- 
penses,” and “other business” ex- 
penses. As the equivalent to an ac- 
counting, it is further provided that 
the Commissioner may approve rea- 
sonable mileage and per diem allow- 
ances in lieu of requiring itemization 
of these expenses. 

The regulation stresses, however, 
that: 

“The Internal Revenue Code con- 
templates that taxpayers keep such 
records as will be sufficient to enable 

* Reg. Sec. 1.162-17(d) (2). 

” The Commissioner’s Advisory Group, 
composed of 12 experienced tax practitioners 


from the legal, accounting and teaching pro- 
fessions. 
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the Commissioner to correctly deter- 
mine income tax liability.” ® 


In addition, Form 1040 was modi- 
fied to include question boxes for 
identifying taxpayers who received 
expense account allowances or reim- 
bursements. But the general T & E 
problem continued, to the increasing 
concern of revenue administrators. 


1958-1960 


In December, 1959, after a series 
of conferences with representatives 
of business and his Advisory Group,”° 
Commissioner Dana Latham launched 
his comprehensive T & E enforcement 
program by issuing T. I. R. 198,” 
outlining tentative policy suggestions. 
His program, as announced in final 
form in T. I. R. 221 ** in April, 1960, 
again did not represent a change in 
the basic rules governing T & E de- 
ductions, but did constitute an im- 
portant administrative step. Added to 
income tax returns were(1) an expense 
account schedule for certain officers, 
partners and highly-paid employees, 
and (2) a questionnaire concerning 
hunting lodges, yachts, apartments, 
conventions and similar items. Al- 
though the primary purpose of the 
schedule was to aid in administrative 
identification of T & E items, the 
program had the practical effect of 
requiring a change in taxpayer record- 
keeping systems. Commissioner Lat- 
ham also issued Rev. Rul. 60-120," 
which defined in greater detail the 
type of information required to be 
furnished by an employee to his em- 
ployer in “accounting” for T & E 
expenses. 

In further implementation of the 
T. I. R. 221 program, a new form, 
L-67, was devised as a notice to a 
taxpayer who does not maintain ade- 


“Issued Dec. 29, 1959. 1960 CCH Sranp- 
ARD FEDERAL TAX Reports § 6245. 

“Issued April 4, 1960. 1960 CCH Sranp- 
ARD FEDERAL TAX Reports { 6405. 

* 1960-1, CB p. 83. 
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quate records. The notice calls atten- 
tion to inadequate record-keeping and 
advises the taxpayer of minimum rec- 
ord-keeping requirements expected. 
An automatic follow-up audit system 
was also established covering tax- 
payers who had been served with 
form L-67. In the follow-up exami- 
nation, the adequacy of the taxpayer’s 
record-keeping is tested under a strict 
standard. At the same time, examin- 
ing agents are instructed to grant 
reasonable T & E allowances when 
it appears that deductible expendi- 
tures were incurred. If only the 
amount is in question, the minimum 
normally incurred under the circum- 
stances will be allowed. 


Negligence Penalty 

Beginning in 1960, agents have been 
instructed to consider the assertion of 
the negligence penalty under Section 
6653(a)'* when a deficiency is attrib- 
utable to a taxpayer’s failure to keep 
records. 


To recapitulate, during the last 
decade all Commissioners of Internal 
Revenue have carried out serious ad- 
ministrative programs attempting to 
check T & E abuses; but on current 
analysis the problem still continues 
unsolved. 


With this history in mind, let us 
now look briefly into legislative de- 
velopments. 


T & E HISTORY—LEGISLATIVE 


Two serious legislative proposals to 
correct the T & E situation have been 
submitted over the years: one, the 
King bill in the Eighty-second Con- 
gress and, second, the proposals of 
Senator Clark in the Ejighty-sixth 
Congress. Both, however, have been 
defeated primarily by opposition voic- 

* 1954 Code Sec. 6653(a). 

* H. R. 7893, Sec, 101. 82d Cong., 2d Sess. 
Congressman Kean (successor to chairman- 
ship of the subcommittee) is reported to 
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ing the opinion that T & E excesses 
could be cured administratively. 


82nd Congress 

In 1951 a subcommittee of the 
Ways and Means Committee under 
the the chairmanship of Cecil R. King 
was appointed to examine administra- 
tion of the internal revenue laws. 
Extensive hearings were held, and 
Congressman King then introduced a 
bill*® which in part would have dis- 
allowed any deduction for business 
expense unless “substantiated in ac- 
cordance with regulations prescribed 
by the Secretary.” This would have 
eliminated the Cohan rule. 


In a press release dated May 16, 
1952, Congressman King declared: 


“ce 


One of the most flagrant 
sources of inequity and of corruption 
has been found in the inadequacies 
of existing record-keeping require- 
ments and enforcement of these re- 
quirements. While the subcommittee 
will not sanction unreasonable re- 
quirements of record-keeping, partic- 
ularly in the case of millions of small 
taxpayers, it has become clear from 
our investigations that under present 
law exorbitant unsubstantiated deduc- 
tions have frequently been claimed for 
such items of business expense as 
entertainment and promotion. With- 
out the power to enforce adequate 
record-keeping, the Bureau of Inter- 
nal Revenue has been required to 
allow such deductions on an esti- 
mated basis.” 


The King bill was not enacted, prin- 
cipally because of the strong reaction 
of business and professional groups and 
the change of administration after which 
the new Commissioner, T. Coleman 
Andrews, expressed to the subcommittee 


have remarked later that he expected the 
Commissioner to ask for any legislation 
which might be considered desirable. 
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his opinion that the problem could be 
best handled administratively without 
the need of legislation. 


86th Congress 

In the Eighty-sixth Congress, after 
full consultation with experienced mem- 
bers of the tax bar and officials of the 
Service and the Treasury Depart- 
ment, Senator Clark introduced pro- 
posals for corrective legislation. 


In 1959 he first proposed an amend- 
ment *® to the Tax Rate Extension 
Act of 1959, which in effect would 
have classified T & E expense accord- 
ing to types of activity most apt to 
constitute personal pleasure rather 
than business, or types of activity 
constituting an inseparable combina- 
tion of both. Under this proposal, 
deductions would be fully disallowed 
for: entertainment at places of public 
amusement; maintenance of yachts 
and lodges; gifts; dues to country 
clubs; and travel costs to conventions 
outside the United States. On the 
other hand, expenses for business 
meals would not have been disallowed 
assuming they otherwise met the ordi- 
nary and necessary test. This amend- 
ment was defeated in the Senate 
Finance Committee. 


Senator Clark thereafter proposed 
an amendment on the Senate floor to 
accomplish the same objective, but 
in different statutory language. This 
proposal would have disallowed de- 
ductions in full for “entertainment” 
expenses in excess of $1,000 per tax- 
able year, and for gifts, dues and 
travel outside the United States, 
Canada or Mexico to attend conven- 
tions or for advertising purposes.’’ 
After debate, the amendment was re- 
jected in the Senate, principally on 
the ground that its terminology was 
not sufficiently precise."® 


* S. 2040 to amend H. R. 7523, 86th Cong. 
* 105 Congressional Record 11897. 
* Cited at footnote 17, at p. 11900. 
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In 1960, Senator Clark proposed an 
amendment to the Public Debt and 
Tax Rate Extension Act of 1960" 
which would have disallowed deduc- 
tions for (1) entertainment expense, 
except for food or beverages, for the 
primary purpose of advancing the tax- 
payer’s trade or business, (2) gifts 
in excess of $10 per person per year, 
and (3) dues. The Senate agreed to 
this amendment, but in conference 
substitution was made to provide Con- 
gressional directive that both the Joint 
Committee on Internal Revenue Tax- 
ation and Secretary of the Treasury 
report on the T & E situation. Specif- 
ically, as soon as practicable during 
the Eighty-seventh Congress, the Sec- 
retary must report to the House of 
Representatives and Senate the results 
of the Internal Revenue Service’s 
enforcement program announced in 


2.5 Rai 


T & E SITUATION TODAY 


1961 Report to Congress 


In April, 1961, the Secretary of the 
Treasury submitted a comprehensive 
report to Congress on the extent of 
T & E abuse under existing law. The 
report was divided into four principal 


parts: (1) statistics disclosed by a 
1960 three month study made by the 
Internal Revenue Service, (2) conclu- 
sions of the Service based on the 1960 
study and other studies, (3) analysis 
of certain court decisions and ad- 
ministrative cases indicating the ex- 
tent of unwarranted T & E expense 
allowances under present law, and 
(4) a compilation of newspaper and 
periodical publicity given to the 
T & E problem. 


1960 Study 


The 1960 study was implemented 
through instructions to field agents 


#” H. R. 12381, 86th Cong. 
* P. L, 86-564, Sec. 301(b). 





to submit reports answering certain 
questions for all “business” returns ** 
involving T & E items which they 
audited during the period from Octo- 
ber 1, 1960, to December 31, 1960. 
The returns examined were part of a 
normal audit program, but statistics 
were compiled only for returns in- 
volving T & E items. In all, approxi- 
mately 38,000 returns formed the base 
of the 1960 study. 


1960 Study Findings 


The findings of the 1960 study 
based upon a single three-month audit 
period, were very impressive: 

(1) Forty-eight per cent of returns 
involving T & E items—or nearly one 
out of every two—required adjust- 
ment. Frequency of error in indi- 
vidual returns alone was even higher 
(58 per cent). 


(2) A total of $28.3 million in 
claimed T & E deductions was disal- 
lowed (resulting in additional tax 
revenue of $11.1 million) ; and a total 
of $29.5 million was disclosed as unre- 
ported income in the form of com- 
pensation or dividends to related 
employees and stockholders (resulting 
in additional tax revenue of $8.3 mil- 
lion). In the aggregate, additional 
tax revenue of almost $20 million was 
assessed. 


(3) Sixty-three per cent of the ad- 
justed T & E items was disallowed as 
constituting personal expense rather 
than bona fide ordinary and necessary 
business expense. In terms of dollar 
amount disallowed, 56 per cent was 
disallowed as constituting personal 
expense. 


(4) Thirty-five per cent of the ad- 
justed T & E items was disallowed 


for lack of substantiation. In terms 
of dollar amount disallowed, 41 per 


™ Business returns were considered as all 
in the 1120 series, all 1065 returns, and 1040 
returns reporting adjusted gross income in 
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cent was disallowed for lack of sub- 
stantiation. 

Details on T & E items disallowed 
as personal expenses or for lack of 
substantiation will be discussed later.** 


Other Studies 


Two other recent studies to deter- 
mine the extent of abuse under Regu- 
lation Section 1.162-17 produced equally 
impressive results. 

(1) Limited 1959 Audit Division 
Study.—In 1959 the Audit Division of 
the Internal Revenue Service made a 
limited study of 174 employer returns 
filed for 1958, the year Regulation 
Section 1.162-17 was issued. Of the 
174 employers examined, 15 per cent 
did not use acceptable business practices 
in requiring accounting by employees. 
Approximately 1,100 employee returns 
related to the 174 employer returns 
were then examined to determine the 
accuracy of individuals in checking 
the Form 1040 expense account ques- 
tion boxes. Over 40 had not checked 
the blocks correctly, three hundred 
and thirty-nine returns of the 1,100 
were completely audited, and disclosed 
that 45 per cent had not properly 
reported income received from em- 
ployers. 


(2) Scientific sampling of 100,000 
returns.—The Statistics Division of 
the Internal Revenue Service exam- 
ined 100,000 returns filed for 1958. 
This study, together with the limited 
Audit Division study, indicated that 
10 per cent of all individual taxpayers 
—that is, 6 million taxpayers—receive 
expense account allowances or reim- 
bursements, or otherwise charge ex- 
penses to their employers. 


Preliminary Conclusions 


The Internal Revenue Service con- 
cluded that the T & E problem was 


excess of $10,000 with Schedule C or F or 
the equivalent. 
* See text, at p. 955, and following. 
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more serious than had previously been 
documented. 


The 1959 study indicated that 10 
per cent of all individuals are con- 
cerned with expense account issues. 
In addition, the 1960 study disclosed 
(a) that almost one out of every two 
returns involving T & E requires ad- 
justment upon audit, (b) that types 
of personal expenses for which de- 
ductions are claimed cover every facet 
of private life—ranging from pur- 
chases of entire estates to cans of dog 
food and boxes of pink tissue paper, 
and (c) that substantial tax revenue 
is involved. Furthermore, the Service 
finds that T & E inquiries are absorb- 
ing a disproportionate amount of its 
resources, and are having an adverse 
effect on taxpayer relations. 

The statistics developed by the 
studies fully confirm the findings of 
the King subcommittee in 1952 that 
corrective legislation is mecessary. 
The studies show that the basic 
T & E problem has not been alleviated 
in spite of 10 years of administrative 
effort. Excerpts from two recent 
revenue agent’s reports highlight the 
continuing problem under existing law: 


“The President and one Vice- 
President [of the taxpayer corpora- 
tion] are father and son. . The 
father and son own memberships in 
the — Club, — Club, and various sup- 
per clubs. The corporation pays 
all dues and entertainment expenses. 

It is, however, believed that the 
entertainment involves friends, and 
that the officers are in turn enter- 
tained by the same people whom they 
entertain when they pay the bill. . . 
Each member of the club is supposed 
to give a party once each year for the 
others. 

“Tt has proven impossible to prove 
such entertainment and parties as 
personal expense because the officers 
can always point to some of the par- 
ties who were supposedly instrumen- 
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tal in their having obtained some 
[business] 

“One thing is ever present with this 
taxpayer. A trip to Las Vegas, 
Nevada; Havana, Cuba, or some other 
place has always been opportune to 
attend some New Year’s Day bowl 
game or other affair, yet the trip was 
to see some concern about selling .. . .” 

Also: 

“The president of the corporation is 
a gun collector and hunting enthusiast. 
Each year he goes on a hunting trip 
to Wyoming in the company plane or 
car [with four hunting compan- 
ions] . . 

“The four hunting companions were 
from firms [which] may be 
instrumental in the award of contracts 
; and are hunting enthusiasts 
themselves as well as friends of the 
president 

“It has further come to the atten- 
tion of the examiner that officers’ 
salaries are held toa minimum ... , 
but the expenses of the above nature 
are paid in behalf of the officer. It 
should be added that all events of the 
trip and associations of the com- 
panions are carefully documented and 
reported to the firm to avoid possible 
trouble in connection with the 
deduction. 


“Under present law there has been 
found no basis for disallowances of 
the expense.” 

The fuller significance of these 
studies is discussed below. 


Pending Treasury Proposal 


3ased on the unsolved substantial 
scope of the T & E problem—not- 
withstanding nearly a decade of ad- 
ministrative effort—the Secretary of 
the Treasury proposed to Congress 
that a T & E provision be introduced 
as part of several legislative proposals 
included in the President’s Tax Mes- 
sage of April 20, 1961. 
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The President succinctly stated the 
case for T & E legislation: 

“In recent years widespread abuses 
have developed through the use of the 
expense account. Too many firms and 
individuals have devised means of de- 
ducting too many personal living ex- 
penses as business expenses, thereby 
charging a large part of their cost to 
the Federal Government. Indeed, ex- 
pense account living has become a 
byword in the American scene. 

“Tighter enforcement of present 
legislation will not suffice or 
(D)eductions are obtained by dis- 
guising personal expenses as business 
outlays. But under present law, it is 
extremely difficult to separate out and 
disallow such pseudo business expendi- 
tures. New legislation is needed to 
deal with the problem.” 

In its legislative proposal, the 
Treasury essentially would disallow 
any deduction for: 

(1) Expenses for entertainment and 
operating facilities primarily used for 
entertainment purposes. 

(2) Gifts to individuals exceeding 
$10. 

(3) Dues and fees paid to social 
and athletic clubs. 

(4) Cost of food and beverages in 
excess of $4 to $7 per day per indi- 
vidual, except 

(a) where furnished primarily for 
employees on the employer’s prem- 
ises, and 

(b) where connected with travel. 


(5) Expenses of meals and lodgings 
on business trips in excess of $32 per 
day (that is, 200 per cent of the maxi- 
mum allowance for government em- 
ployees). 

In brief, the Treasury would flatly 
disallow deductions for T & E expense 


in situations most susceptible to 
abuse. As a side effect, the Treasury 
proposal would be eliminating much 
of the area in which the Cohan rule 
presently operates. 
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House Ways and Means Committee 
Version 


After hearings on the Treasury 
proposal, the Ways and Means Com- 
mittee tentatively suggested a differ- 
ent approach: 


(1) Deductions would be fully dis- 
allowed for (a) dues and fees to social 
and athletic clubs, and (b) gifts to 
individuals in excess of $25. 


(2) In general, entertainment ex- 
penses would be disallowed if the tax- 
payer does not establish that such 
expenses are directly related to pro- 
duction of income rather than for 
good will. 


Exceptions to this general rule 
would apply in certain categories, for 
example, (a) business meals and 
luncheons of a type generally consid- 
ered conducive to business discus- 
sions, (b) food, beverages and facilities 
furnished on the taxpayer’s premises 
primarily for employees, (c) other 
recreational benefits provided for em- 
ployees (other than employees who 
are officers, shareholders or highly 
paid employees), (d) goods, services 
and facilities made available to the 
general public without charge, and 
(e) expenses connected with business 
meetings of employees or stock- 
holders. 

(3) Included would be requirements 
for adequate records or other substan- 
tiating evidence to prove the amount 
of expense in addition to business 
relationship, so as to overrule Cohan. 


(4) Section 162(a)(2) of the Code 
—the “away from home” provision 
allowing deduction for “the entire 
amount expended for meals and lodg- 
ings”—would be changed to “a rea- 
sonable allowance” for such amounts. 

But the drafting of these provisions 
was postponed until January, 1962. 

This is the present state of the 
legislative picture. Renewed Congres- 
sional consideration is expected during 
the second session of the Eighty- 
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seventh Congress. But, in the mean- 
time, what are the current administrative 
problems? 


CURRENT PROBLEM AREAS 


To date, certain fundamental diffi- 
culties have proven insurmountable 
barriers to achieving the goal of 
effective and reasonable enforcement 
under present law: 


(a) It is inherently difficult, if not 
impossible, to delineate accurately or 
equitably between (1) the true per- 
sonal expense and (2) the bona fide 
business expenditure. 


(b) The Cohan rule adds litigious 
and abrasive elements into our tax 
system. 


(c) Certain cases of T & E abuse 
involve outright fraud, but it is a 
most difficult fact to prove. 


(d) T & E items are frequently not 
identified as such by taxpayers on re- 
turns, and many practical attempts to 
solve the problem are said to impose 
burdensome record-keeping require- 
ments. 


(e) Strong personal appeal of T & E 
items coupled with widespread pub- 
licity of abuses serve to undermine 
general taxpayer confidence in the 
fairness of our tax system. 


(f) Present law obstructs sincere 
administrative effort to develop and 
maintain sound relationships with 
taxpayers. 


Delineation Between Personal 
and Nonpersonal 


The 1960 study documents the fre- 
quent blending of personal and busi- 
ness expenses in the T & E account. 
As earlier stated, the study disclosed 
that 63 per cent of all T & E items 
disallowed were disallowed solely on 
the ground of being personal rather 
than ordinary and necessary business 
expense. More specifically, the rate 
of disallowance as personal, by class 


Federal Tax Conference 


of expense in returns covered by the 
1960 study, was as follows: 
Per cent Per cent 
personal of personal of 
total T&E total T&E 


deductions dollars 


Item disallowed disallowed 


Club dues .... pe. 92 91 
Apartments—suites 90 93 
Yachts or boat....... 89 89 
Ranch or farm....... 85 75 
Fishing camp..... 85 65 
Resort property. . 82 75 
Similar facilities... . 85 93 
Automobiles ... 83 83 
Airplanes a 75 64 
Other transportation. . 59 53 
Conventions .. 71 61 
Hunting lodges.... 69 33 
Theater tickets, etc... 70 62 
Meals ; ak 6 64 61 
Lodging .... 62 63 
Entertainment, food and 

beverages .. : 50 46 
Gifts . 33 26 
All other ...... : 51 43 


But even the above statistics do not 
state the full limit of the problem. 
For under present law, if evidence 
to substantiate the apparent fact of a 
business expenditure exists, essentially 
personal expenses are often found to 
be allowed as tax deductions. 


What current administrative steps 
are being taken to solve the delineation 
problem? What incidental problems 
are involved? 


Scope of the problem.—When a 
taxpayer makes a trip partially for 
business purposes and partially for 
pleasure, how does the taxpayer cal- 
culate accurately the portion of the 
trip expense allocable to business? 
When a taxpayer purchases a yacht 
or other pleasure-type facility which 
he uses both for business and personal 
pleasure, what fair formula can the 
taxpayer support for separating busi- 
ness expense from personal expense? 


The crucial coincidence of the per- 
sonal character and business character 
of T & E items is always in the fore- 
front when we assess possible ad- 
ministrative remedies. . This is the 
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hard core of the problem. The task 
of delineation—difficult enough where 
the facts of a particular individual 
case are under consideration—raises 
imponderable problems when a gen- 
eral rule is to be articulated for nation- 
wide use. Each case normally involves 
a meticulous analysis of facts which are 
intimately related to the taxpayer’s 
personal affairs. In this setting, blanket 
standards are difficult to apply and 
frequently may result in discord. To 
date, administrative effort alone has 
not proven adequate for solving the 
delineation problem and the need for 
legislation is compelling. 


Nevertheless, every reasonable ad- 
ministrative step is being taken to 
deal with this problem within the 
boundary lines of the existing provi- 
sions of the Code. 


Basically, we are concerned with 
two statutory provisions: (a) Sec- 
tion 262, which provides in general 
terms that, except as otherwise ex- 
pressly provided, “no deduction shall 
be allowed for personal, living or 
family expenses,” ** and (b) Section 
162, also in general terms, which pro- 
vides that “there shall be allowed as 
a deduction all the ordinary and neces- 
sary expenses paid or incurred during 
the taxable year in carrying on any 
trade or business.” ** There are cases, 
of course, where Section 212 might 
be applicable, providing in terms simi- 
lar to Section 162 for deductions for 
expenses for the production of income 
or for the management, conservation 





73 1954 Code Sec. 262. 

** 1954 Code Sec. 162(a). 

* 1954 Code Sec. 212(1)(2). See Walter 
E. Ditmars, CCH Dec. 24,774(M), 20 TCM 
495 (1961). 

*Since 1924, Treasury regulations have 
provided in identical language that “busi- 
ness expenses deductible from gross income 
include the ordinary and necessary expendi- 
tures directly connected with or pertaining to 
the taxpayer’s trade or business . ea 
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or maintenance of property held for 
the production of income.”® 


Overlaid on these statutory provi- 
sions is the clear burden a taxpayer 
bears of proving that an expense is 
an ordinary and necessary business 
expense before he is entitled to a 
deduction. 


Direct and proximate relation.— 
The Treasury regulations under Sec- 
tion 162 and predecessor provisions 
of prior revenue laws have long pro- 
vided that the term “ordinary and 
necessary” requires that an expense 
be “directly connected with” the tax- 
payer’s trade or business.** The Su- 
preme Court also expressed its view 
that there must be a direct and proxi- 
mate relationship between an expense 
and the taxpayer’s business before it 
is deductible.2” Indeed Congress itself 
has indicated that this test is one of 
present law. Relevantly, in discuss- 
ing the ordinary and necessary re- 
quisite of Section 212, the House 
Ways and Means Committee said in 
1942: 


“Expenses must be ordi- 
nary and necessary, which rule pre- 
supposes that they must be reasonable 
in amount and must bear a reasonable 
and proximate relation to the pro- 
duction or collection of income, or to 
the management, conservation, or 
maintenance of property held for that 
purpose.” ** 


The Service is currently reviewing 
the potential for a stricter applica- 
tion of the “direct and proximate re- 


lation” rule. The relationship test, 
(Italics supplied). Reg. 65, Art. 101; Reg. 
69, Art. 101; Reg. 74, Art. 121; Reg. 77, 
Art. 121; Reg. 86, Art. 23(a)-1; Reg. 94, 
Art. 23(a)-1; Reg. 101, Art. 23(a)-1; Reg. 
103, Sec. 19.23(a)-1; Reg. 111, Sec. 23(a)-1; 
Reg. 118, Sec. 23(a)-1; Reg. Sec. 1.162-1(a). 

* Kornhauser v. U. S., 1 ustc { 284, 276 
U. S. 145 (1927); Bingham Trust v. Commis- 
sioner, 45-2 ustc J 9327. 325 U. S. 365 (S. 
Ct.). 
*H. R. 2333, 77th Cong., 2d Sess., p. 75. 
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at best, is not precise and leaves broad 
room for interpretation of the appli- 
cable facts. When is an expense 
directly and proximately related to 
business? Must it be directly related 
to income producing activity? Should 
T & E expenses for good will be 
capitalized as, in general, other expendi- 
tures for creation of good will? Per- 
haps some helpful refinements of these 
issues could be developed by our courts 
in carefully prepared cases. 

The Sutter case.—Another aspect 
of the delineation issue arises when 
an individual incurs expenses for his 
own entertainment or gratification 
while in the course of business enter- 
tainment of another. 

In Richard A. Sutter, a physician 
engaged in the practice of industrial 
medicine with clients consisting pri- 
marily of large corporations claimed 
business deductions for several items. 
Included were the cost of attending 
business luncheons and the cost of 
maintenance and depreciation of a 
cabin cruiser. In an opinion reviewed 
by the Tax Court, Judge Opper first 
asked the question: 

“When a taxpayer in the course of 
supplying food or entertainment or 
making other outlays customarily re- 
garded as ordinary and necessary in- 
cludes an amount attributable to 
himself or his family such as the pay- 
ment for his own meals, is that por- 
tion. of the expenditure an ordinary 
and necessary business expense on 
the one hand or a nondeductible per- 
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sonal item on the other: 

He concluded: 

“It seems to us that while each 
situation will of course be governed 
by its individual facts the general 
principle necessarily emerges some- 


what as follows: The cost of meals, 
entertainment, and similar items for 
one’s self and one’s dependents, at 
least if not incurred while away from 
home in the pursuit of one’s business 
is ordinarily and by its very 
nature personal expenditures forbid- 
den deduction In addition to 
the burden imposed by the necessity 
of overcoming respondent’s determi- 
nation we think the presumptive non- 
deductibility of personal expenses 
may be overcome only by clear and 
detailed evidence as to each instance 
that the expenditure in question was 
different from or in excess of that which 
would have been made for the tax- 
payer’s personal purposes.” *° 


Sutter has been often described as 
standing for the proposition that a 
taxpayer who entertains for business 
purposes may deduct that portion of 
the cost of his own meals and enter- 
tainment, which is im excess of that 
amount which he would have other- 
wise spent for solely personal rea- 
%t The only court of appeals to 
indicate its thinking on the subject 
has cited Sutter for that proposition.” 


sons. 


But is the application of the so- 
called Sutter rule administratively 
feasible? What practical 
exists for segregating the 
Is such a rule any less burden- 


standard 
“excess” 
cost ? 
some than present administration of 
the Cohan rule? 


Also, it might well be asked: If a 
deduction is properly allowable for 
part of the cost of one’s own meals 
when excessive because incurred for 
business reasons, what about the ex- 
cessive portion of expenses for cloth- 
ing, automobiles, houses, etc., which 
many taxpayers incur primarily for 








*CCH Dec. 19,966, 21 TC 170 (1953), 
acq. 1954-1 CB p. 6. 


” Case cited at footnote 29, at p. 173 
(Italics supplied). 
“ For example, Commissioner v. Doak, 56-2 


ustc ¥ 9708, 234 F. 2d 704 (CA-4); Charles 
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O. Gunther, Jr., CCH Dec. 20,620(M), 13 
TCM 984, 991 (1954); Groh; Reed, both 
cited at footnote 2. 

= Commissioner v. 
31. 


Doak, cited at footnote 


957 





business or income producing rea- 
sons? There is no doubt but that 
many taxpayers incur extra clothing 
expense solely for business reasons. 
Or, to put the question another way: 
Does present law recognize such an “ex- 
cessive -expense -for-business- reason” 
rule of deductibility? If so, how far 
does it go? 


Some judicial opinions suggest that 
any expense allocable to the taxpayer 
himself—whether or not in excess of 
the taxpayer’s normal expenditure 
is a nondeductible personal expense. 
For example, in the case of Wilbur 
H.Clayton, the Tax Court said in 1948: 


“The record does not show the ex- 
tent, if any, to which the estimates 
include the cost of petitioner’s own 
meals and entertainment, which would 
not, if separable, be deductible under 
any circumstance.” ** 

In this connection, perhaps the true 
holding of the Tax Court in the Su!- 
ter case has not been accurately 
stated. The court’s suggestion—to 
allow deduction for that portion of 
a taxpayer's own meals and enter- 
tainment in excess of the sum he would 
spend for solely personal reasons—was, 
after all, mere dictum. In the final 
analysis, the court never did allow 
Dr. Sutter any part of his expenses for 
attending business luncheons.** 


Cohan Rule 


The Cohan rule * has already been 


mentioned frequently, and is well 
known to tax practitioners. The rule 
as generally described, however, con- 
stitutes a fundamental barrier to 
clear-cut administrative solution of 





* Wilbur H. Clayton, CCH Dec. 16,445(M), 
7 TCM 349 (1948). 

*See Al J. Smith, CCH Dec. 24,041, 33 
TC 861, 867 (1960); Henry Cartan, CCH 
Dec. 22,980, 30 TC 308, 320 (1958) (“In the 
usual situation the cost of the taxpayer’s 
own meals and personal entertainment is 
not deductible.”); Glynn N. C. Jones, CCH 
Dec. 23,998(M), 18 TCM 440 (1959); John 
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the T & E problem. It, too, requires 
basic re-examination. 

The Board of Tax Appeals found 
that Mr. Cohan had spent substantial 
sums of money in traveling and en- 
tertaining and that at least a part of 
the total expenditure had been re- 
quired in his business as an enter- 
tainer. Nevertheless, the Board dis- 
allowed the claimed deduction in full 
on the grounds (1) that the amount 
claimed was a bare estimate, unsup- 
ported by vouchers or bookkeeping 
entries of any kind, and (2) that there 
was no basis upon which the Board 
could determine exactly the portion 
which represented personal expense. 


The Court of Appeals for the Sec- 
ond Circuit reversed the Board on 
this point, saying inter alia: 

“Absolute certainty in such mat- 
ters is usually impossible and is not 
necessary; the Board should make as 
close an approximation as it can, bear- 
ing heavily if it chooses upon the tax- 
payer whose inexactitude is of his own 
making. But to allow nothing at all 
appears to us inconsistent with say- 
ing that something was spent. True, 
we do not know how many trips 
Cohan made, nor how large his enter- 
tainments were; yet there was ob- 
viously some basis for computation, 
if necessary by drawing upon the 
Board’s personal estimates of the 
minimum of such expenses. The 
amount may be trivial and unsatis- 
factory, but there was basis for some 
allowance, and it was wrong to refuse 
any, even though it were the travel- 
ing expenses of a single trip. It is 
not fatal that the result will inevi- 
tably be speculative ; many important 


W. Scott, CCH Dec. 22,069(M), 15 TCM 
1431 (1946). For the full strength of Code 
Sec. 262, see Judge Hastie’s dissent in 
Commissioner v. Bilder, 61-1 ustc J 9367, 
289 F. 2d 291 (CA-3), and unanimously 
approved by the Second Circuit in Carasso 
v. Commissioner, 61-2 ustc J 9579. 
* Cited at footnote 7. 
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decisions must be such.” (Italics sup- 
plied.) ** 

Undue administrative burden —Many 
taxpayers lean heavily on the Cohan 
rule. They neglect to keep records, 
rely on rough estimates and claim 
generous allowances. Again the 1960 
study indicates the scope of the prob- 
lem—35 per cent of all claimed T & E 
deductions disallowed on returns cov- 
ered by the study were disallowed 
because of lack of substantiation. 

Record-keeping is difficult for cer- 
tain T & E items, such as taxicab 
fares, tips and similar miscellaneous 
expenditures. But many. taxpayers 
neglect to keep records of other T & E 
expenses for which record keeping 
should not be impracticable or un- 
reasonably burdensome. For exam- 
ple, in the 1960 study, over 1,000 
deductions for alleged business gifts 
were disallowed because of lack of 
substantiation ; over 1,000 deductions 
for automobile expenses were disal- 
lowed for the same reason; 117 de- 
ductions for club dues and initiation 
fees were disallowed because of lack 
of substantiating records. This seems 
especially anomalous when the same 
taxpayers maintain excellent records 
for other types of business expenses. 

Current Service policy embodies 
the philosophy of Cohan and allows 
part of alleged expenses, although 
not fully substantiated.** But skele- 
ton or secondary evidence must be 
produced by the taxpayer before 
Cohan will be applied. For example, 
a taxpayer who claims a travel ex- 
pense deduction must submit sub- 
stantiating evidence that he in fact 
made a trip to a certain destination 
for a specific length of time. On the 
other hand, Service policy will not 
allow a “percentage” compromise de- 
duction in unsubstantiated record 
cases merely for the purpose of settle- 
ment. Too frequently the secondary 


* Cited at footnote 7, at pp. 543-544. 
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evidence consists merely of cancelled 
checks made out to cash or book en- 
tries in flat dollar amounts, and no 
satisfactory standard is available for 
the examining agent to employ. 

The advent of the credit card has 
complicated the problem. Taxpayers 
with credit cards perhaps are lulled 
into feeling they are maintaining a 
satisfactory record of expenses. How- 
ever, a wide variety of items and 
services may be charged through 
multipurpose credit cards. Detailed 
receipts are not available., In such 
cases—and this is also true of most 
diaries or other general estimate rec- 
ords kept by taxpayers—there is no 
practical way for the Service to judge 
creditability of items listed as busi- 
ness deductions, either as to business 
nature or amount. 

Furthermore, the administrative 
guides for applying Cohan, as promul- 
gated in Rev. Rul. 54-195 and Regu- 
lation Section 1.162-17, have proved 
useful only in cases of unsubstan- 
tiated travel expense. The same guides 
do not provide a practicable test in 
entertainment expenses cases since there 
is no objective standard upon which 
the examining agent can base his de- 
termination. Cohan subjects him to an 
undue administrative burden. 


Cohan—litigious and abrasive ele- 
ments.—The Cohan doctrine has added 
litigious and abrasive elements into our 
tax system. 


Since the decision of the Second 
Circuit in 1930, Cohan has been relied 
on in an inestimable number of cases. 
In the last 12 months alone, over 30 
reported cases involve Cohan. This 
is on top of docketed cases settled 
before trial and numerous controver- 
sies compromised at the administra- 
tive level. At informal field audit 
conferences, Cohan is the most frequent 
issue. 





* Reg. Sec. 162-17(d)(3); Rev, Rul. 54- 
195, 1954-1 CB p. 47. 
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Agents must inquire into personal 
matters of taxpayers in appraising 
the validity of a T & E deduction 
based on unsubstantiated allegations. 
In turn, taxpayers resist pursuit into 
the intricacies separating business 


from personal expenditures, and they 
often conclude with resentment that 
their integrity is being questioned. 
Yet, how else is the agent to perform 
his duty under existing law? 


Even from the viewpoint of the 
taxpayer, the Cohan rule can be a haz- 
ardous precedent—lulling him into a 
sense of security that record keeping, 
at least detailed record keeping, is 
not necessary. But as already men- 
tioned, the taxpayer must submit con- 
vincing evidence that an expenditure 
was made, and that it was made for 
a business purpose, before the true 
rule of Cohan comes into play. This is 
often difficult without good records. 
Further, the amount allowed as a de- 
duction based on such estimates 
should generally be low. In the words 
of the Cohan opinion itself, the court 
can bear “heavily if it chooses upon 
the taxpayer whose inexactitude is of 
his own making.” ** Hence, it may 
be an expensive route for the tax- 
payer to take to obtain a tax deduction. 

If record keeping has not been im- 
proved after service of notice on 
Form L-67, it is believed courts will 
tend to uphold minimum allowances 
determined by the Service. The re- 
cent Tax Court memorandum deci- 
sion in Campbell v. Commissioner *° 
indicates that Service determinations 
carefully developed in the field will 
be upheld.*? When we bear in mind 
that taxpayers generally were less 
“tax deduction” conscious when Cohan 
was decided in 1930 (rates were con- 


* Cited at footnote 7, at p. 544. 

*S. J. Campbell, CCH Dec. 24,882(M), 
20 TCM 825 (1961). 

“See also Neils Schultz, CCH Dec. 11,754, 
44 BTA 146, 151 (1941). 
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siderably lower) and that record- 
keeping by individuals has been greatly 
publicized in recent years and is more 
common today, it is logical for courts 
now to make greater demands upon 
taxpayers who claim deductions with- 
out adequate substantiation. 

At the same time, the proper in- 
vestigation and preparation of cases 
of this variety require an inordinate 
allocation of administrative manpower. 


Fraud 


Apart from the fundamental ad- 
ministrative problems inherent in tax 
treatment of T & E expense under 
present law, three chief forms of tax- 
payer abuse exist in this area: (1) 
personal expenses claimed as business 
expense deductions, (2) income real- 
ized through expense accounts not 
reported, and (3) deductions claimed 
on the basis of estimates only. 


Each form of abuse demands care- 
ful attention—particularly situations 
involving fraud. Outright fraudulent 
reporting of personal expense as an 
ordinary and necessary business ex- 
pense will, of course, result in crimi- 
nal prosecution ** or the imposition 
of the civil fraud penalty.*? Similarly, 
employees who wilfully fail to include 
as income “allowances” or “reim- 
bursements” from their employers 
for purely personal items will be 
courting criminal prosecution. Thus, 
in a recent case, a corporation paid 
traveling and entertainment expenses 
of its president and principal share- 
holder (the taxpayer) including a 
trip to a football game and a resort, 
expenses of the taxpayer and his wife 
for a vacation in the Caribbean, pur- 
chase and installation of a dishwasher 
in the taxpayer’s home, upholstering 
of a divan belonging to the taxpayer, 





“U.S. v. Lange, 47-1 ustc J 9249, 161 F. 
2d 699 (CA-7); Lash v. U. S., 55-1 uste 


, 1 9344, 221 F. 2d 237 (CA-1). 


“Max P. Lash, CCH Dec. 21,676(M), 15 
TCM 453 (1956), mod. on other grounds 57-2 
ustc § 9725, 245 F. 2d 20 (CA-1). 
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and purchase of a television set and 
luggage for a gift to one of the tax- 
payer’s relatives. The Court of Ap- 
peals for the Sixth Circuit upheld the 
taxpayer’s conviction for fraudulent 
failure to return such payments as 
income.*® 

The burden of proof for establish- 
ing fraud is upon the government. It 
must show beyond a_ reasonable 
doubt that (1) tax is due and owing, 
(2) an attempt to evade tax was 
made, and (3) the attempt was wilful. 
Under present law—with the vague 
statutory concept of “ordinary and 
necessary” together with the Cohan 
rule allowing deduction without full 
substantiation—it is frequently difh- 
cult to prove fraud in cases of tax- 
payers who claim T & E deductions 
based on estimates. 


Cohan gamesmanship.—Application 
of Cohan encourages some taxpayers 
to deliberately overstate their T & E 
expenses on the theory they will end 
up further ahead after the examining 
agent disallows a portion of the 
claimed expense. To illustrate: A 
taxpayer honestly believes that he 
has incurred deductible T & E ex- 
pense of $500 during the taxable year. 
He has not, however, kept records 
to substantiate the deduction. Know- 
ing of the Cohan rule and believing 
that the Internal Revenue Service 
will only allow a deduction for 50 
per cent of whatever amount he 
claims, he files a return claiming a 
deduction for T & E expense in the 
amount of $1,000. Does this “Cohan 
gamesmanship” constitute fraud? 
Bear in mind that his return may not 
be audited. 


Each case will undoubtedly turn on 
its own facts. But in considering this 
question, there is precedent that wil- 


“Wolfe v. U. S., 58-2 ustc J 9934, 261 F. 
2d 158 (CA-6); see also Lash v. U, S., cited 
at footnote 41. 

*U. S. v. Ragen, 42-1 ustc 79186, 314 
VY. §. 513. 
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ful overstatement of amounts of de- 
ductions constitutes fraud.** Also, a 
purposeful failure to make the usual 
records in order to mislead or conceal 
has been held affirmative indicia of 
fraud.* 

Perhaps a good step in the right 
direction towards minimization of 
Cohan “gamesmanship” would be to 
require audit interviews with every 
taxpayer who claims a deduction re- 
lying on Cohan. This might be man- 
aged through questionnaires on returns 
requesting a “yes” or “no” answer to 
the question of whether a deduction has 
been claimed on the basis of estimates. 


Role of practitioner.—Another issue 
currently being discussed is the obli- 
gation of the practitioner in relation 
to any deliberate overstatement of a 


T & E deduction. 


Here, there are essentially three 
types of situations with which the 
practitioner may be faced when he is 
asked to approve a return for filing: 
(1) a T & E deduction deliberately 
overstated in amount by the taxpayer 
in order to “come out even” after 
audit, (2) a deduction claimed in a 
blanket amount without any substan- 
tiation, not even secondary evidence, 
and (3) a deduction claimed in a blan- 
ket amount based upon secondary 
evidence. If a practitioner were to 
sign as a preparer of a return with 
knowledge that the first situation ex- 
isted, he would appear to be party to 
the fraud of the taxpayer. In the 
third situation, under present law, it 
would appear to be proper for the 
practitioner to approve the return for 
filing. The second situation, however, 
is more difficult: Is it an unethical 
or improper practice for a practitioner 
to approve a return for filing with 
knowledge that a claimed deduction 


* Spies v. U. S., 43-1 uste J 9243, 317 U. S. 
492; see Campodonico v. U. S., 55-1 uste 
7 9416, 222 F. 2d 310 (CA-9); McGrew v. 
U. S., 55-1 ustc § 9439, 222 F. 2d 458 
(CA-5). 
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is unsupported even by secondary 
evidence? 

Normal ethical requirements and 
standards of practice would first 
come into play in appraising the bor- 
derline cases. Then, too, the duties 
and restrictions relating to attorneys 
and others enrolled to practice before 
the Treasury Department, as pro- 
vided in Circular 230, would have to 
be carefully considered.**® But aside 
from any question of culpability or 
technical wrong, issues of this sort 
frequently turn upon “good tax prac- 
tice’ —what does the decent, respon- 
sible practitioner do under these 
circumstances? 

In all events, the Service is partic- 
ularly concerned with the potential 
of fraud in the T & E area, and in- 
tends to employ vigorously proper 
use of criminal proceedings to curtail 
flagrant practices. Over 20 cases in- 
volving expense account abuses are 
currently under consideration -for 


criminal prosecution. One example is 
the case of a medium-sized, wholly 


owned corporation which for a period 
of years claimed unsupported T & E 
deductions. In addition to the de- 
crease in tax liability occasioned by 
apparently overstated T & E ex- 
penses, the taxpayer thereby at- 
tempted to reduce its net income to 
under the $25,000 normal tax rate 
limit. This type factual pattern is 
believed to warrant prosecution on 
the grounds of fraud. 


Identification 

Many T & E items are not identi- 
fied as such on returns filed by taxpay- 
ers, being earmarked instead under 
the functional activities which gener- 
ate the expense. For example, a 
T & E item might be listed as “ad- 
ministrative expense” or as “produc- 
tion expense.” Ina recent case, audit 
disclosed that $76,000 paid for enter- 


“ T. D. Circular 230, 1961 CCH Sranp- 


ARD FEDERAL TAX Reports § 6027. 
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tainment was included in a deduction 
described “metal purchase” expense. 
There is the further possibility that 
certain taxpayers purposely insert 
T & E expense in different accounts 
to avoid selection for audit. 


Improper identification is one of 
the difficulties in estimating with sat- 
isfactory precision the total revenue 
affected by T & E items. It also pre- 
vents the establishment of efficient 
audit procedures. Short of actual 
audit, it is impossible to gather mean- 
ingful statistics so long as such prac- 
tices exist. 

Consideration has been given in 
past years to addition of a new line 
on return Forms 1120 and 1065 and 
Schedule C of Form 1040 which 
would require taxpayers to classify 
T & E type items separately from 
other business expenses. The pro- 
posal was not adopted in the past 
primarily because of additional account- 
ing requirements it would create for 
some businesses. As a partial step 
in this direction, however, the ex- 
pense account schedules of TIR 221 
were adopted and have been required 
as a part of the 1960 and subsequent 
income tax returns. 

In view of the substantial scope of 
the continuing T & E problem indi- 
cated by our studies, it has been sug- 
gested that we again consider the full 
classification proposal. If adopted, 
separate classification would be re- 
quired on returns for all expense 
items claimed as deductions which 
fall within the general categories of 
advertising, sales promotion or en- 
tertainment—regardless of their des- 
ignation in the books of the tax- 
payer. This would permit the Serv- 
ice to identify and evaluate T & E 
deductions prior to the audit of re- 
turns, and would greatly assist in the 
important process of selecting re- 
turns for examination. 
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Personal Appeal; Public Focus 

Clearly some new form of action is 
needed to effectively wipe out T & E 
abuse. The government’s experience 
and studies indicate that the abuses 
are both significant and widepread 
enough to cause concern. Some com- 
mentators, however, continue to in- 
sist that T & E excesses are not as 
extensive as the government main- 
tains, and conclude that the over-all 
problem is not serious. They miss 
one significant point: T & E items 
have a peculiarly personal appeal and 
have been widely publicized in their 
tax setting. If taxpayers generally 
believe that their neighbors and 
business competitors are taking advan- 
tage of the present tax system to at- 
tain personally desirable ends in an 
improper manner, it becomes less 
important to determine the precise 
limits of the existing abuse. 

This publicity is not limited to 
technical or professional comment. 
Rather, it includes general newspaper 
editorials and articles ** plus maga- 
zine and trade journal articles * di- 
rected to the millions of taxpayers 
constituting the bulwark of our tax 
system. Presented in these writings 
is the picture of a privileged class in 
our society made up of individuals 
who practically live on expense ac- 
counts—take vacations and _ obtain 


“ “Expense Account Caviar,” Lucius Bee- 
be, San Francisco Chronicle, March 20, 1961, 
p. 36; “High on the Hog,” Editorial, The 
Nation, Dec. 17, 1960, p. 467; “There’s No 
Business Like Lunch Business,” William K. 
Zinsser, New York Times Magazine, March 
20, 1960, p. 60; “Visit to the World of Ex- 
pense Accounts,” Russell Lynes, New York 
Times Magazine, Feb. 24, 1957, p. 17; “Busi- 
ness Groups Take to the Seas,” New York 
Times, March 12, 1961, Finance Section. 

*““The Myth of the Magic Expense Ac- 
count,” Clarence B. Randall, Dun’s Review, 
August 1960, pp. 39-41; “Life at Uncle Sam’s 
Expense,” The Economist, April 4, 1959, pp. 
234, 237; “Expense Accounts,” Richard 
Gehman, Cosmopolitan, March 1957, pp. 44- 
47; “We're Meeting in Siam, Bring the 
Wife,” Eugene D. Fleming, Cosmopolitan, 
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country club memberships, and the 
like—all by means of tax deductions. 
And a growing suspicion is created 
that the man down the street is not 
paying his proper share of tax. “Why 
shouldn’t I have the same benefits 
and advantages under our tax system?” 
Through this focus the right or wrong 
of the practice becomes blurred and 
further abuses are encouraged. 

The attention given to the ostenta- 
tious tax abuses of others, coupled with 
a growing interest in whether “it’s de- 
ductible,” constitute a substantial threat 
to our voluntary compliance system. 


Taxpayer Relations 


The present T & E provisions tend 
to counteract sincere administrative 
attempts to develop and- maintain 
sound relationships between revenue 
agent and taxpayer. Substantiation 
of T & E deductions is time consum- 
ing to all concerned, often involving 
detailed examinations of records and 
reconstruction of inadequately sub- 
stantiated expenses. Frequent inquiry 
into personal affairs of the taxpayer 
is necessary. When the agent ques- 
tions a taxpayer on the nature of 
claimed deductions, the taxpayer of- 
ten adopts a defensive attitude. 


If a comprehensive audit is under- 
taken, some taxpayers may claim the 
Service is unnecessarily prying into 


May 1960, p. 60; “An Unknown Side of 
Resource Allocation, the Invisible Hand of 
Tax Exemption,” Norman B. Ture, Chal- 
lenge, November 1960, pp. 8-10; “I’ll Just 
Sign, Those Big Figure Expense Accounts,” 
Newsweek, May 20, 1957, pp. 87-92; “The 
Conventions—Work, Hard Play,” Business 
Week, May 16, 1959, pp. 176-182; “Expense 
Account Scandal,” U. S. News & World 
Report, Jan. 25, 1960, pp. 50-54 (Copyright 
1960); Spirits, Oct. 1960, pp. 13, 40; Fortune, 
Editorial note, Oct. 1959, p. 108; Business 
Record, Nov. 1959, pp. 503-508; Sales Man- 
agement, Sept. 10, 1959; American Lumber- 
man, November 24, 1958, pp. 62, 80; 
Purchasing Magazine, December 1957; Busi- 
ness Week, Nov. 28, 1959, pp. 161, 162; 
“Expense Account Society,” Time, 76:58-9, 
August 29, 1960. 
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their private activities, harassing 
them and questioning their honesty. 
On the other hand, if thorough audit 
is not made nor appropriate questions 
asked how is the Service to perform 
one of its main functions? How is it 
to provide equal treatment of all tax- 
payers? How is it to prevent certain 
taxpayers who overstate their ex- 
penses from increasing their over- 
statements in future years? How is 
it to counteract the recounting of suc- 
cessful tax “gamesmanship” which 
sow the seeds of increased abuse? 


Other Problems 


The above are the major T & E 
problems facing the Service today. 
There are, in addition, many special 
problems such as, for example, the 
specific treatment to be accorded cer- 
tain types of convention *® and ex- 
penses allocable to wives,” all of 


which add to the complexities. 


CONCLUSION 
The T & E problem, in spite of ten 


years of earnest corrective effort by 
the Service, remains serious. Recent 
studies confirm continued widespread 
abuse and disclose that substantial 
amounts of tax revenue are involved. 
At the same time, history shows that 
the heart of the problem resists ad- 
ministrative solution, and that legis- 
lation appears necessary if the ex- 
cesses are to be sharply curtailed. 

At hearings on the pending Treas- 
ury bill many who opposed legislation 





“The 1960 study indicates that conven- 
tion expense abuse is not as serious as 
T & E abuse in other areas. Nevertheless, 
tax treatment of expenses connected with 
conventions constitutes a difficult admin- 
istrative problem since such expense gener- 
ally involves a mixed motive of business 
and pleasure. Treasury Regulation Sec. 
1.162-2(b)(1) provides a “primary purpose” 
test: if an employee makes a trip primarily 
to attend a legitimate business convention, 
his travel expenses to the convention as well 
as his business expenses at the convention 
are deductible; if the trip is made primarily 
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advocated more vigorous administra- 
tion in the T & E area. Absent 
complete legislative correction, the Serv- 
ice must follow that suggestion. 
Examination of T & E deductions 
ranks high in the audit program, and 
the Service will undertake such new 
administrative steps as it fiuds war- 
ranted and proper. 


The Service obviously cannot stand 
still and must maintain an active en- 
forcement program. In conjunction 
with this, responsible practitioners 
are in a special position to make an 
important contribution by advising 
clients of the propriety of various de- 
ductions and the need for adequate 
record-keeping, by acting as a re- 
straining force against potential abuse, 
and by placing administrative efforts 
in proper perspective. As the Presi- 
dent stated in his Tax Message: * 


“This is a matter of national con- 
cern, affecting not only our public 
revenues, our sense of fairness, and 
our respect for the tax system, but 
our moral and business practices as 
well. is 


It is my hope that all concerned 
with sound tax administration, prac- 
titioner and government representa- 
tive alike, will respond to this call— 
by a sympathetic understanding of 
each other’s problems and an im- 
proved level of cooperation in curb- 
ing excesses which are a debilitating 
drain on the strength of our self- 
assessment tax system. [The End] 


for personal reasons, no deduction is al- 
lowed for travel costs and a deduction is 
allowed only for proper business expenses 
incurred at the convention. The resort or 
convention site alone does not per se, defeat 
the deduction. 

” Although there are situations when ex- 
penses of a wife constitute an ordinary and 
necessary business expenditure, it would 
appear that such is the case only in the 
minority of instances. The Service is pres- 
ently considering issuance of a comprehen- 
sive ruling to clarify this subject. 


™ April 20, 1961. 
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Significance and 


Implications 


of Some Recent Cases 


By CRANE C. HAUSER 
Chief Counsel, Internal Revenue Service 


The views expressed herein are those of the author 

and are not to be construed in any manner as representing the official 
position of the Internal Revenue Service. 

The author wishes to express his appreciation for 

the more than substantial contributions of Donald |. Lamont and Irving Salem, 
of the Office of Chief Counsel, to the preparation of this paper. 


HE CURRENT YEAR has proved 

no exception to the fact that fed- 
eral tax law is a dynamic field. The 
courts have decided numerous cases 
replete with broad significance and 
wide implication, and I believe it is 
worthwhile to examine some of them 
at length. My choice of cases has 
been influenced since several current 
cases are the subject of special treat- 
ment by other lecturers at this con- 
ference [writers in this issue] and 
thus, to a degree, my choice has been 
limited by the occasion. Neverthe- 
less, several cases remain which well 
merit the full attention of tax prac- 
titioners. These include Davis, Gil- 
more and Patrick; Kelly and Coady; 
O. Liquidating; Bilder and Carasso; 
and Harden and Ross. 


Davis, Gilmore 
and Patrick 
The recent decision of the Court of 
Claims in Davis v. U. S.,' presently 
pending before the Supreme Court on 
*61-1 ustc $9276, 287 F. 2d 168 (Ct. 
Cls.), cert. granted. 


761-2 ustc $9499, 290 F. 2d 942 (Ct. 
Cls.), cert. granted. 
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writ of certiorari, merits lead-off 
mention because it involves several 
issues all of current interest. The 
decision of the Court of Claims in 
Gilmore v. U. S.,? and the decision of 
the Court of Appeals for the Fourth 
Circuit in Patrick v. U. S.,5 also pend- 
ing before the Supreme Court, are 
companion-type cases involving cer- 
tain of the issues presented in Davis. 


One issue which Davis presents is 
whether a transfer of appreciated 
property in discharge of marital obli- 
gations in divorce proceedings will 
result in taxable gain to the transferor. 


The Davis case also presents issues 
regarding the deductibility of legal 
fees incurred in connection with di- 
vorce or separation proceedings. One 
is whether legal fees related to marital 
property settlements are deductible. As- 
suming such fees paid by the taxpayer 
to his own lawyer are deductible, a 
second issue is whether similar fees in- 
curred by the wife but paid by the 
husband to the wife’s attorney are 


*61-1 ustc J 9364, 288 F. 2d 292 (CA-4), 
cert. granted. 





deductible by the husband. This 
issue is presented in Patrick. These 
issues will be discussed separately. 


Realization of Gain in 
Marital Property Settlements 


In determining whether the tax- 
payer in the Davis case realized tax- 
able gain on his transfer of appreciated 
property to his wife as part of the 
marital settlement, the Court of Claims 
was faced with the conflicting hold- 
ing (a) of the Court of Appeals for 
the Sixth Circuit in Commissioner v 
Marshman,* holding that a transfer 
of appreciated property in a marital 
property settlement does not result in 
taxable gain to the transferor, and 
(b) of the Court of Appeals for the 
Second and Third Circuits in Com- 
missioner Vv. Halliwell® and Commis- 
sioner v. Mesta,® holding that the 
transferor realized gain measured by 
the fair market value of the property 
transferred. The Court of Claims 
adopted the view of the Sixth Circuit 
in Marshman, and held that Davis did 
not realize gain on the transfer. 


What gives rise to this conflict be- 
tween the courts? Essentially, there 
are two issues. 


First, is it permissible to measure 
gain by reference to the fair market 
value of the property transferred? 
Section 1001 provides that the gain 
from the disposition of property ‘“‘shall 
be the excess of the amount realized 
therefrom over the adjusted basis” 
and the “amount realized” is “the 
sum of money received plus the fair 
market value of the property (other 
than money) received.” (Italics sup- 
plied.) Accordingly, it is arguable 
that any disposition of property which 
does not involve a receipt of property 

*60-2 ustc 9484, 279 F. 2d 27 (CA-6), 
cert. den., 364 U. S. 918. 


° 42-2 ustc J 9789, 131 F. 2d 642 (CA-2), 
cert. den., 319 U. S. 741. 
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capable of independent valuation does 
not result in a realization of gain. 


Second, even assuming arguendo 
that the “amount realized” can, in 
some situations, be measured by the 
property transferred, can the gain be 
measured in marital settlements? In 
other words, does the atmosphere of 
the marital settlement, involving emo- 
tion, tension and practical necessities, 
preclude giving fair market value to 
the consideration received by the 
taxpayer? 


Section 1001 


In respect to the first issue, the 
decision of the Court of Appeals for 
the Sixth Circuit in Marshman has 
been viewed as standing for the proposi- 
tion that a disposition which does not 
involve a receipt capable of independ- 
ent valuation is not taxable. The line 
of reasoning is that since Section 
1001 measures gain realized by the 
value of property “received” it is not 
possible to measure gain by the value 
of property transferred. In the recent 
case of U. S. v. General Shoe Corpora- 
tion,” the lower court cited Marshman 
for that very proposition, but the 
Sixth Circuit itself then reversed the 
lower court’s holding in General Shoe. 

The Sixth Circuit approved Mesta 
and Halliwell for their holdings that 
gain can be realized for tax purposes 
although reference to value of prop- 
erty “received” must be measured by 
value of property transferred. The 
court distinguished its earlier decision 
in Marshman as merely holding that 
gain realized in marital property set- 
tlements is not susceptible of fair 
market valuation. Accordingly, there 
does not appear to be a conflict of 
circuit courts on the question whether 
Section 1001 precludes a finding of 

*41-2 ustc J 9768, 123 F. 2d 986 (CA-3), 
cert. den., 316 U. S. 695. 


759-1 ustc J 9178 (DC Tenn.), rev’d 60-2 
ustc § 9678, 282 F. 2d 9 (CA-6). 
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taxable gain merely because the gain 
on the transfer must be measured by 
the fair market value of what is 
transferred. 

However, the Court of Claims in 
Davis perpetuated the Section 1001 
issue. In holding that Davis realized 
no taxable gain, the Court of Claims 
said inter alia: 

“We say this because the statute, 
Section 1001(b), expressly states that 
the amount realized from the sale or 
other disposition of property shall be 
the sum of any money received plus 
the fair market value of the property 
received. We think as did the court 
in Marshman, supra, that the measure- 
ment of gain cannot be the fair 
market value of the property trans- 
ferred.” ® 

There is some question as to whether 
this rather technical construction of 
Section 1001, adopted by the lower 
court in General Shoe and now also by 
the Court of Claims in Davis, might 
not operate to defeat the intent of 
Congress in its enactment of the gen- 
eral gross income provision, Section 
61. The Supreme Court has held that 
Congress, in enacting that section, 
intended to exercise its full power to 
tax income.® Also, several court de- 
cisions, in addition to that of the 
Sixth Circuit in General Shoe, have 
held in substance that taxable income 
is realized on dispositions which give 
the taxpayer his " 


money's worth.” 


Valuation of 
Marital Property Settlements 


Turning to the next issue, assum- 
ing that the “amount realized” can, 
in some situations, be measured by 
the property transferred, is a marital 
settlement such.a situation? 


The facts of the four cases of 
Mesta, Halliwell, Marshman and Davis 
are in all essential respects the same. 
In each case, the husband had a legal 
obligation to support his wife and 
the wife had certain rights in the 
husband’s property. In each case a 
contract or agreement was entered 
into between the spouses under which 
the wife released either or both her 
support and property rights in return 
for certain appreciated assets of the 
husband. The courts, in Mesta and 
Halliwell, held that the gain to the 
husband could be valued; the courts 
in Marshman and Davis disagreed. 


The theory of the courts in Mesta 
and Halliwell was expressed as follows 
by the Third Circuit: 

“We think there can be no doubt 
that Congress intended a measure- 
ment of values notwithstanding 
difficulties in determining those values 
... We think that we may make the 
practical assumption that a man who 
spends money or gives property of a 
fixed value for an unliquidated claim 
is getting his money’s worth.” " 

The conflicting theory of the court 
in Marshman, now adopted by the 
Court of Claims in Davis, was stated 
as follows: 

“Under long established rulings fair 
market value is the price at which 
property would change hands _be- 
tween a willing buyer and a willing 
seller, neither being under any com- 
pulsion to buy or sell A single 
transaction between a husband and 
wife made under the emotion, tension 
and practical necessities involved in 
a divorce proceeding does not comply 
with this rule.” 


“ 


A property settlement in a 
divorce proceeding is usually influ- 





* Cited at footnote 1, at p. 174. 

*For example, Rutkin v. U. S., 52-1 ustc 
J 9260, 343 U. S. 130; Commissioner v. Glen- 
shaw Glass Company, 55-1 ustc {J 9308, 348 
U. S. 426. 
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* For example, I/nternational Freighting 
Corporation, 43-1 ustc J 9334, 135 F. 2d 310 
(CA-2) ; Helvering v. Horst, 40-2 ustc § 9787, 
311 U.S. 112. 

™ Commissioner v. 
note 6, at p. 988. 


Mesta, cited at foot- 
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enced and often dictated by numerous 
intangible, personal and _ practical 
considerations which play no part in 
a transaction between a willing seller 
and a willing buyer in the open market. 
The value of what is given up is no 
criterion of the fair market value of 
the ‘property’ received.” ™” 


Thus, the Sixth Circuit and the 
Court of Claims hold as a matter of 
law that the fair market value of the 
rights surrendeed by a wife under a 
marital property settlement cannot 
be determined. In view of the con- 
flict of decisions and their administra- 
tive importance, the government 
requested that certiorari be granted. 
The Supreme Court granted the gov- 
ernment’s petition and thus the issue 
should. soon be resolved by the Su- 
preme Court. 


Deductions for Taxpayer's Own 
Legal Fees in Property Settlement 


The question has been presented 
recurringly in a growing number of 
whether, or to what extent, 
legal fees incurred in marital prop- 
erty settlements constitute personal, 
living or family expenses which are 
not deductible under Section 262 or 
constitute expenses for the conserva- 
tion of income-producing property 
which deductible under Section 


212(2). 


Although it is generally conceded 
that fees paid by a husband in prose- 
cution of divorce or separation pro- 
ceedings are not deductible,’* the 
Courts of Appeals for the Fifth,’ 
Sixth ** and Eighth *® Circuits have 
allowed deductions for legal fees paid 


cases 


are 


2 Commissioner v. Marshman, cited at foot- 
note 4, at p. 32. 

* Smith's Estate v. Commissioner, 53-2 ustc 
79616, 208 F. 2d 349 (CA-3); Howard v. 
Commissioner, 53-1 ustc $9213, 202 F. 2d 
28 (CA-9); Lewis v. Commissioner, 58-1 ustc 
7 9420, 253 F. 2d 821 (CA-2). 

* Owens v. Commissioner, 60-1 ustc J 9160, 
273 F. 2d 251 (CA-5). 
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directly in connection with a marital 
property settlement involving tax- 
payer’s income-producing property. 
This exception to the general rule 
that expenses of divorce are personal 
expenditures under Section 262 finds 
its genesis in the decision of the 
Eighth Circuit in Baer v. Commis- 
sioner." The court, in that case, held 
that where the property of the tax- 
payer consisted primarily of income- 
producing property, legal fees incurred 
in effecting a marital settlement in- 
volving such property constituted ex- 
penses for “conserving and maintaining” 
income-producing property within 
the meaning of Section 23(a)(2) of 
the 1939 Code, the predecessor of 
Secion 212(2). 


In sharp conflict, however, stands 
the decision of the Second Circuit in 
Lewis v. Commissioner,* where it was 
held that attorney fees incurred by a 
taxpayer directly connected with a 
marital settlement involving income- 
producing properties were not deducti- 
ble under the same Code provision. 
Further accentuating the conflict, the 
Tax Court agreed with the Second 
Circuit, in the case of F. C. Bowers.’® 
It is against this conflict that the 
Davis, Gilmore and Patrick cases arise 
and are now pending before the Su- 
preme Court for resolution. 


The Court of Claims in Davis and 
Gilmore adopted the rule of the Baer 
case but, upon the varying facts of 
the respective cases, disallowed the 
deduction in Davis and allowed the 
deduction in Gilmore. 


Facts in Davis.—In Davis, the tax- 
payer was a director and officer, as 


* Bowers v. Commissioner, 57-1 ustc J 9605, 
243 F. 2d 904 (CA-6). 

* Baer v. Commissioner, 52-1 ustc ¥ 9310, 
196 F. 2d 646 (CA-8). 

* Cited at footnote 16. 

* Cited at footnote 13. 

*®CCH Dec. 21,373, 25 TC 452, rev'd, 
57-1 ustc $9605, 243 F. 2d 904 (CA-6). 
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well as a stockholder, of the duPont 
Company and the property settlement 
included the transfer of 500 shares 
of duPont stock to his wife. The 
court found that the taxpayer had 
not shown that the retention of duPont 
stock or other income-producing prop- 
erty was necessary to maintain his 
position as an officer and director of 
the company or otherwise assure his 
livelihood. On these facts, the court 
held that the legal expenses paid in 
determining the property settlement 
agreement were not deductible under 
Section 212(2). 


Facts in Gilmore.—In contrast, in 
Gilmore the taxpayer was the control- 
ling owner of stock of three corpora- 
tions engaged in automobile franchise 
dealerships. The evidence indicated 
that the taxpayer would not have been 
able to gain employment in any other 
position nor continue as general man- 
ager of his corporation except through 
retention of controlling stock interests. 
The ‘evidence further indicated that 
the General Motors Corporation which 
had granted the companies’ franchises 
had the power to terminate if the 
taxpayer transferred, voluntarily or 
not, any stock of the three corpora- 
tions. On these facts, the Court of 
Claims held that the legal fees paid 
in connection with the property set- 
tlement were expenses to conserve 
income-producing property within the 
meaning of Section 212(2). 

Facts in Patrick.—The Fourth Cir- 
cuit in Patrick also adopted the rule 
of the Baer case. In Patrick, the tax- 
payer was operating head of a family 
publishing company in which he and 
his wife held equal 28 per cent stock in- 
terests. The evidence indicated that 
during the pendency of divorce pro- 
ceedings there was a good possibility 
that control of the publishing corpo- 


ration might be sold to third parties. 
Under the final property settlement 
agreement, the taxpayer purchased 
the wife’s 28 per cent interest so as 
to have control in consideration of 
his promise that all the stock would 
pass to the children on his death. 
The court held the legal fees paid in 
connection with the property settle- 
ment to be deductible expenses for 
the conservation of income-producing 
property under Section 212(2). In 
reaching this decision, the court em- 
phasized that during the pendency of 
the proceedings, the taxpayer’s in- 
come-producing property was in danger. 


The Internal Revenue Service rec- 
ommended to the Department of Justice 
that writs of certiorari be requested 
in both the Gilmore and Patrick deci- 
sions in view of what it considered 
to be the clear conflict in the law on 
this issue under the decisions of the 
Second Circuit and the Tax Court on 
the one hand and the decisions of the 
Fourth, Fifth, Sixth, and Eighth Cir- 
cuits and the Court of Claims on the 
other. The administrative importance 
of the issue is well indicated by the 
volume of cases currently pending.” 

The Supreme Court granted the 
petitions on October 9 of this year, 
and hence, we look forward to a final 
decision on this important question. 


Legal Fees Paid by 
Husband to Wife's Attorney 


As mentioned previously, in Davis 
the Court of Claims adopted the view 
that legal expenses paid in connection 
with marital property settlements in- 
volving income-producing property 
may be deductible under Section 212 
(2), but disallowed the deduction in 
Davis on the ground that on the 
factual record the taxpayer had not 





* There are over 20 cases presently pend- 
ing before the federal district courts and 
the Court of Claims involving the issue. 
In addition, appeal is pending to the Ninth 
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Circuit in Fairbairn v. United States from 
the decision of the United States Court 
for the Northern District of California. 
61-2 uste J 9532. 
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established that the fees were paid 
for conservation of income-producing 
property. So holding, the court did 
not consider the question whether 
similar fees paid to the wife’s lawyer 
must be disallowed in all events. The 
court, in Davis, also held that gen- 
erally fees for tax planning expenses 
are deductible under Section 212(3) 
when incurred by the taxpayer, but 
are not deductible when incurred by 
the wife but paid by the husband. 


In Patrick, the Court of Appeals for 
the Fourth Circuit held that it should 
make no difference to whom the pay- 
ment is made. 


Accordingly, two separate ques- 
tions seem to be presented to the 
Supreme Court for resolution by the 
two cases, Patrick and Davis, on 
the issue of deductibility by the hus- 
band of attorney fees paid by him to 
his wife’s lawyer: (1) by Patrick, 
whether fees paid by the husband to 
the wife’s lawyer in connection with 
marital property settlements are de- 
ductible by the husband under Sec- 
tion 212(2) and (2) by Davis, whether 
fees paid by the husband to the wife’s 
lawyer in connection with tax plan- 
ning advice furnished the wife are 
deductible by the husband under Sec- 
tion 212(3). In both cases, of course, 
the questions assume that the expense 
is deductible under the respective sec- 
tions if paid by the husband on his 
own behalf. 


Should the.same rule be equally 
applicable to deductions under both 
sections? If so, there is a clear con- 
flict between the Court of Claims and 
the Fourth Circuit on the issue. 

The Fourth Circuit in Patrick adopted 
the theory that from the viewpoint of 
the taxpayer, his payment of the legal 
fees of his wife, just as his own, were 





incurred in efforts to conserve the 
taxpayer’s income-producing property. 
Although at first blush this approach 
to the question has some appeal, upon 
analysis it becomes debatable. If we 
look at the expense from the hus- 
band’s point of view, and bear in mind 
that it is a payment on behalf of the 
wife to her attorney under the settle- 
ment agreement, the outlay would 
seem to be truly a part of the family 
property settlement—an assumption 
of one more liability by the husband 
—rather than an expense of income 
production. This same rationale applies 
to deductions under Section 212(3). 


In addition, under Section 212(3), 
it is very questionable whether Con- 
gress intended to allow one taxpayer 
to claim deductions for expenses of 
determining another’s tax liability. 

A wife, generally speaking, can de- 
duct legal fees incident to a divorce 
only to the extent that they relate to 
obtaining alimony payments includible 
in her gross income.” The holding 
of the Patrick decision would permit 
the tax treatment of the wife’s legal 
fees to be changed from nondeductible 
to deductible merely by means of 
shifting the liability for payment from 
the wife to the husband pursuant to 
agreement. In the usual marital prop- 
erty settlement, shifting the payment 
for tax purposes would be to the 
mutual advantage of both parties. It 
is arguable that it is not within the 
general intent of the taxing statute 
to permit liability for tax to be shifted 
merely by agreement.” 


Commissioner v. Kelley 

No discussion of current litigating 
problems would be complete without 
a reference to the esoteric concept of 
“collapsible corporations”, and the 





** Barbara Lemond, CCH Dec. 17,262, 13 
TC 670 (1949); Elsie Gale, CCH Dec. 17,261, 
13 TC 661 (1949), aff'd on other grounds 
51-2 ustc § 9408, 191 F. 2d 79 (CA-2). 
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2 See Magruder v. " Supplee, 42-2 usTC 
7 9498, 316 U. S. 394. 
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Fifth Circuit’s recent decision in 
Commissioner v, Kelley ** should have 
great impact on this concept. 


Facts in Kelley and questions pre- 
sented.—The Tax Court found that 
when Mr. Kelley sold his stock in 
Island Shores, Inc., the corporation 
had realized one-third of the total net 
income which might reasonably be 
anticipated to be derived from its 
property.** 

Section 117(m) of the 1939 Code, 
the predecessor of Section 341, defined 
a “collapsible corporation” as one 
“formed or availed of principally for 
the manufacture, construction or pro- 
duction of property with a view 
to . . . the sale or exchange of 
stock by its shareholders prior 
to the realization by the corporation . . . 
of a substantial part of the net income 
to be derived from such property.” The 
question of whether Island Shores 
was a collapsible corporation within 
the meaning of Section 117(m) pre- 
sented the court with two issues: (1) 
whether the term “substantial part” 
in the statute referred to income al- 
ready realized at the time of the 
transaction or to income yet to be 
realized, and (2) what percentage 
constitutes a “substantial part.” With 
respect to the first issue, the Com- 
missioner contended that the phrase 
“substantial part” had reference to 
that portion (in Kelley, two-thirds) of 
the total anticipated net income which, 
at the time of the stock sale, remained 
to be derived by the corporation and 
that this portion was plainly a sub- 
stantial part of the total income to be 


derived. There is strong support for 
that construction.*® 


The Fifth Circuit, however, empha- 
sizing that the statute refers to a 
substantial part, concluded that “when 
the first substantial part” is realized, 
the statutory requirement is met and 
it is immaterial that another substan- 
tial part remains to be realized.”® 


Once over this hurdle, the court 
had little trouble in disposing of the 
second issue, namely, whether “one- 
third” constituted a substantial part of 
the whole. The majority of the court 
agreed with the Tax Court that, giv- 
ing the word its ordinary meaning, 
one-third constitutes a substantial 
part. On the other hand, the dissent- 
ing Tax Court judges considered that 
a 50 per cent realization “might well 
be the smallest” acceptable part.*’ 

Judge Wisdom, writing the majority 
opinion for the Fifth Circuit, was 
fully aware of the true import of his 
decision. He said: “The effect of our 
holding is to leave the loophole two- 
thirds open to these taxpayers.” ** 
Interestingly enough, the Fifth Cir- 
cuit, in Heft v. Commissioner,” decided 
shortly after Kelley, balked at per- 
mitting the loophole to be breached 
further, and held that 17.07 per cent 
realized before sale was not substan- 
tial. The court said the “ease with 
which the statutory purpose might 
otherwise be avoided presents a strong 
reason for giving the term a broad 
rather than a narrow meaning.” 


This avoidance problem 
which the Fifth Circuit refers to un 


serious 





* 61-2 ustc $9603, 293 F. 2d 904 (CA-S). 
*CCH Dec. 23,546, 32 TC 135 (1959). 


* Abbott v. Commissioner, 58-2 ustc § 9753, 
258 F. 2d 537 (CA-3). 


*Case cited at footnote 23, at p. 912. 
Compare the Fifth Circuit’s rather literal 
approach taken in the instant case with the 
broad brush approach it took in a case 
decided after Kelley, Commissioner v. Ivy, 
61-2 ustc J 9680 (CA-6). 
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* Case cited at footnote 24, at p. 154. 
Other courts have spoken on this issue. 
In Levenson v. Commissioner, 58-1 uUstTc 
7 9157, 157 F. Supp. 244 (DC Ala.), the 
court found that a 51.37 per cent realization 
was substantial. The Third Circuit in 
Abbott, and the Fifth Circuit in Heft v. 
Commissioner found 10.84 and 17.07 per cent 
realizations were not substantial. 

* Case cited at footnote 23, at p. 913. 

* 61-2 ustc J 9655 (CA-5). 
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doubtedly forms the gravamen of the 
issue. Many have said either con- 
struction, that is, realized vs. unreal- 
ized, is supportable.*° With this 
ambiguity firmly in mind, the dissenting 
judges of both the Tax Court and 
court of appeals stated that they 
could not bring themselves to accept 
the construction that woyld impute 
to Congress the sss RS of correc- 
tive legislation that was fargely in- 
effective. 


Implications 

Assuming, arguendo, that Kelley is 
correctly decided, where does that 
lead us? Even prior to Kelley it was 
thought that Section 341 was inade- 
quate in many respects.** The inade- 
quacy spotlighted by Kelley focuses 
more heavily on the need for reform. 
It is perhaps time that more serious 
thought be given to achieving a bet- 
ter solution. 


Commissioner v. Coady 


I pass now to another significant 
decision involving corporations, the 
case of Commissioner v. Coady.** The 
precise question presented to the court 
in Coady was whether Section 355 
applied to the division of a_ single 
business or whether it applied only 


to the separation of two or more 
businesses formerly conducted by a 
single corporation. The Coady case, 
in accepting the former approach, 
exploded on the tax field, since previ- 
ously it had been generally assumed 
that only if a corporation operated 
two active trades or businesses could 
a corporate separation be erected tax- 
free under Section 355.** Indeed, the 
Treasury regulations state explicitly 
that “section 355 does not apply the 
division of a single business.” * 


Facts in Coady.—Mr. Coady and 
another individual each owned 50 per 
cent of the capital stock of the Chris- 
topher Construction Company, a cor- 
poration engaged in a single functionally 
integrated construction business. When 
differences arose between the two 
stockholders, they agreed to divide 
the business. The Christopher Com- 
pany transferred one half of its busi- 
ness assets to the newly-organized 
Coady Company in exchange for all 
of Coady Company’s stock. Mr. Coady 
then exchanged his Christopher Com- 
pany stock for all the Coady Company 
stock. After the distribution, both 
companies actively engaged in the 
construction business. 

The Tax Court,**® with six judges 
dissenting, held that the distribution 





* See De Wind, “Collapsible Corporation 
Under the Revenue Act of 1950,” 1951 
United States Code Tax Institute 583, 612; 
McLean, “Collapsible Corporations,” 67 
Harvard Law Review 55, 67 (1953); Axel- 
rad, “Recent Developments in Collapsible 
Corporations,” (1958) 36 Taxes 893, 895. 
Mr. Axelrad in discussing the Abbott case 
states: so long as there remains 
unrealized a substantial part, it is ‘before 
the realization . . . of a substantial part.’” 

“Among those advocating an abandon- 
ment or change in the present statutory 
scheme are the: (1) Advisory Group on 
Subchapter C (Revised Report on Corporate 
Distributions and Adjustments to Accompany 
Subchapter C Advisory Group Proposed 
Amendments, as Revised 29-48 (1958)); (2) 
American Bar Association (ABA Section 
of Taxation, Legislative Recommendations 
Adopted at Annual Meeting in 1959 3-5 
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(1959)); (3) American Law Institute (AL/ 
Income Tax Problems of Corporations and 
Shareholders 156-259 (Oct. 1958)). 

* 61-1 ustc J 9415, 289 F. 2d 490 (CA-6), 
aff’'g CCH Dec. 24,024, 33 TC 771 (1960). 

*See H. R. 4459 in which the Advisory 
Group on Subchapter C sought abolition 
of the two-business rule. 

* Treasury Regs. Section 1.355-1(a). The 
two-business concept is carried forward 
in many published rulings: Rev. Rul. 56-344, 
1956-2 CB 195; Rev. Rul. 56-266, 1956-1 
CB 184; Rev. Rul. 56-451, 1956-2 CB 208; 
Rev. Rul. 56-450, 1956-2 CB 201. For a 
comprehensive discussion of the rulings 
under Section 355, see Young, “Corporate 
Separations: Some Revenue Rulings Under 
Section 355,” 71 Harvard Law Review 843 
(1958). 

* Cited at footnote 32. 
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to Mr. Coady of the Coady Company 
stock qualified for tax-free treatment 
under the provisions of Section 355, 
and that the portion of the Treasury 
regulations which denied such treat- 
ment to the division of a single busi- 
ness was invalid; the Court of Appeals 
for the Sixth Circuit affirmed without 
opinion. In sustaining the taxpayer, 
the Tax Court could find no language, 
express or implied, either in the statute 
or committee reports, supporting the 
two-business rule. 


The crucial statutory language re- 
lied on by the Commissioner is con- 
tained in paragraph (b) of Section 
355, which spells out the scope of the 
active business requirement. Section 
355(b)(1)(A) states that both the dis- 
tributing corporation (here “Christo- 
pher”) and the controlled corporation 
(here “Coady”) must be engaged in 
the active conduct of a trade or busi- 
ness; and Section 355(b)(2), which 
defines when a corporation is to be 
treated as engaged in the active con- 
duct of a trade or business, provides 
in subparagraph (B) that such trade 
or business must have been actively 
conducted throughout the five-year 
period ending on the date of the dis- 
tribution. 

It is the Commissioner’s view that 
the words “such trade or business” 
refer back to the operation of the 
same trade or business prior to the 
distribution; and that “such trade or 
business” means that the same trade 
or business split off must have been 
actively conducted as the same trade 
or business prior to the distribution. 
soiled down, the question is whether 
one half of a business is the same as 
the whole. The answer may hinge 
on whether a “trade or business” is 


defined in terms of its general nature 
(that is, construction, retailing, manu- 
facturing) or is defined in terms of a 
functional operating unit.*® 

The question is not susceptible of 
easy answer. However, in view of 
the statutory ambiguity, two general 
principles appear applicable, both of 
which tend to sustain the rule of the 
Treasury regulations. First, for lack 
of clear statutory direction resort may 
appropriately be made to legislative 
history and, second, Treasury regula- 
tions are to be sustained unless plainly 
inconsistent with the statute. 


Legislative History 


There are indicia in the legislative 
history.that Congress contemplated a 
two-business rule under Section 355. 
The report of the Senate Finance 
Committee accompanying H. R. 8300 
stated that: “Your committee re- 
quires that both the business retained 
by the distributing company and the 
business of the corporation the stock 
of which is distributed must have 
been actively conducted for the five 
years preceding the distribution, a 
safeguard against avoidance not con- 
tained in existing law.” *’ (Italics 
supplied.) And it is significant to 
note that, while discussing Section 
368(a)(1)(D), the committee cites a 
concrete example of two distinct busi- 
nesses before distribution as meeting 
the test of Section 355: 

“[C]orporation A owns only prop- 
erties connected with a drug store 
and a hardware store. Corporation A 
transfers the drug store properties 
to Corporation D in exchange for all 
the stock of D and transfers the hard- 
ware store properties to corporation 
H in exchange for all the stock of H. 





“The regulations define a trade or busi- 
ness as: “a specific existing group of 
activities being carried on for the purpose 
of earning income or profit from only such 
group of activities, and the activities in- 
cluded in such group must include every 
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operation which forms a part of, or a step 
in, the process of earning income or profit 


from such group.” 
1.355-1(c). 

*S. Rept. 1622, 83d Cong., 2d Sess., p. 
51 (1954). 


Treasury Regs. Section 
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Immediately thereafter, corporation 
A distributes all the stock in corpora- 
tion D to X, one of the two share- 
holders in A, in exchange for all of 
X's stock and distributes all the stock 
in corporation H to Y, the other share- 
holder in A, in exchange for all his 
stock. The distributions qualify un- 
der section 355.” ** 

Further, the conceptional similarity 
of Section 346 (covering partial liquida- 
tions) and Section 355 must be recog- 
nized. Both sections in effect permit 
advantageous tax treatment in the 
case of certain distributions of cor- 
porate assets and both embody the 
five-year active business requirement 
as a police measure against abuse. 
The report of the Senate Finance 
Committee is explicit in dealing with 
Section 346. It states: “Under this 
rule, if a corporation is engaged in 
two or more active businesses which 
has been carried on for at least five 
years, it may distribute the assets of 
either one of the businesses in kind 

89 and “Paragraphs (1) and 
(2) contemplate that the distributing 
corporation must be engaged in the 
active conduct of at least 2  busi- 
nesses. — 

If Congress intended a two-business 
rule in Section 346, it is difficult to 
conclude that a different concept was 
embodied in Section 355.%° To the 
contrary, the committee reports indi- 
cate that Congress considered the 
active business requirements of both 
sections to be similar in  scope.* 
Further, Section 355 grants total de- 





* Source cited at footnote af, 

* Source cited at footnote 37, at p. 49. 
“Source cited at footnote 37, at p, 262. 
“ As one tax commentor has warned: “The 
general lack of parallelism between the two 
provisions seems more the result of prob- 
lems of draftsmanship than of intended 
supervening of congressional policy. In such 
a case it seems unfortunate that any sub- 
stantive content should be given to the 
technical distinction between the frame- 
work of Sections 346 and 355.” Silverstein, 
“Stockholders Gains and Losses on Partial 
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ferment while Section 346 merely 
grants capital gain treatment. Yet, 
because of a less precise legislative 
history, the section which should 
perhaps be more strictly construed be- 
cause it grants total deferment (Sec- 
tion 355) is given a different and 
broader construction. 


Validity of Regulations 


It is a well established rule that 
“Treasury regulations must be sus- 
tained unless unreasonable and plainly 
inconsistent with the revenue statutes 
and that they constitute contempo- 
raneous constructions by those charged 
with administration of these statutes 
which should not be overruled except 
for weighty reasons.” ** This prin- 
ciple is clearly applicable to the Sec- 
tion 355 problem of construction. The 
Service has announced its disagree- 
ment with Coady, and will undoubtedly 
continue testing the issue.** 


Commissioner v. 
O. Liquidating Corporation 

The next area I would like to cover 
centers around the elusive definition 
of a “method of accounting.” The 
case of Commissioner v. O. Liquidating 
Corporation *® may assist us in defin- 
ing this term. 


Facts and holding.—During the 
years 1941 through 1952 the corpora- 
tion, an accrual basis taxpayer, at the 
end of each year accrued the insur- 
ance dividend that it estimated it 
would receive in the following year. 





Liquidation” Fourteenth Annual New York 
University Institute on Federal Taxation 707, 
716 (1956). 

“Conference Report 2543, 83d Cong., 2d 
Sess., p. 39 (1954). 

“See, Fawcus Machine Company v. U. S., 


5 ustc $1518, 282 U. S. 375 (1930); Com- 
missioner v. South Texas Lumber Company, 
48-1 ustc 9 5922, 333 U. S. 496. 

“T. I. R. 339, October 16, 1961. 

*61-2 ustc J 9508, 292 F. 2d 225 (CA-3), 
cert. den., November 6, 1961. 
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The corporation then subtracted the 
estimated dividends from the sum of 
the premiums it had paid during the 
year and reported the difference as a 
deduction. Without requesting the 
approval of the Commissioner, the 
taxpayer in 1953 departed from its 
prior consistent method of treating 
insurance dividends and in that year 
accrued no dividends, deducting the 
full amount of its group insurance 
premiums. The Commissioner con- 
ceded that, under the accrual method 
of accounting, the dividend that was 
to be received in 1954 should not have 
been accrued in 1953. The court of 
appeals, in reversing a memorandum 
opinion of the Tax Court,** held that 
the change in 1953 constituted a change 
in the taxpayer’s “method of account- 
ing” which, under the applicable statutes 
and regulations, may be made only 
with the Commissioner’s consent. 
Further, in withholding consent to 
the unilateral change, the court held 
that the Commissioner did not abuse 
his discretion. 


Discussion of Issue and 
Broad Implications 

This decision adds what could be 
a valuable link to the solution of the 
tax problems connected with methods 
of accounting. The case adds to the 
meager guidelines afforded by the 
statute *’ and the legislative history * 
in determining what is a “method of 
accounting.” Most would agree, espe- 
cially under the 1954 Code, that a 
“method” encompasses more than the 


over-all method, that is, the cash or 
an accrual method. The difficult ques- 
tion is how much more? The regula- 
tions give us some help: First, Section 
1.446-1(a)(1) provides that the term 
“method of accounting” includes not 
only a taxpayer's over-all method of 
accounting “but also the accounting 
treatment of any item;” and second, 
Section 1.446-1(e)(2)(i) and Section 
1.481-1(a)(1) provide that a change 
in method includes “a change in the 
treatment of a material item.” The 
regulations on this point are well 
knowr to all those who have consid- 
ered the problem but a difference of 
opinion nevertheless remains as to 
what is a “method.” * 

The Third Circuit in answering the 
question “how much more,” goes as 
far as a “significant item.” What is 
significant? Does it involve a quali- 
tative (that is, inventories) or a quan- 
titative analysis (that is, how many 
dollars are involved in the item)? 
In stating the taxpayer “did change 
its treatment of a significant item— 
the insurance dividends which amounted 
to $114,000—and that its action con- 
stituted a change in the method of 
accounting within the meaning of the 
Treasury Regulations,” the court 
gave some indication of supporting 
a quantitative approach.®°® However, 
the court went further and noted that 
the fact that the treatment of the 
item was erroneous was not dispositive 
of the question of whether a “method 
of accounting” involved. The 
court emphasized the consistent prac- 


was 





“CCH Dec. 24,067(M), 19 TCM 154, 
TC Memo. 1960-29. 

“Section 446(c) includes the following 
as “permissible methods”: “(1) the cash 
receipts and disbursements method; (2) 
an accrual method; (3) any other method 
permitted by this chapter; (4) any com- 
bination of the foregoing methods per- 
mitted under regulations prescribed by the 
Secretary or his delegate.” 

“The Senate Finance Report in discuss- 
ing what constitutes a change in method 
of accounting states: “It also includes a 


Federal Tax Conference 


change in the treatment of a material item 
such as a change in the method of valuing 
inventory, or a change from an accrual 
method without estimating expenses to an 
accrual method with estimated expenses, or 
vice versa, or a change in the method of 


depreciating property.” (1954) S. Rept. 
1622, 83d Cong., 2d Sess., p. 300. 

“For a critical analysis of the case law 
see Guthner, “What Constitutes a Change 
in Method of Accounting?” (1961) 39 
Taxes 514. 

“Case cited at footnote 45, at p. 230. 
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tice of the taxpayer and quoted the 
following language from Advertisers 
Exchange, Inc.:** “Consistency is the 
key and is required regardless of the 
method or system of accounting used.” 

In the recent Tax Court case of 
Wright Contracting Company,** the 
taxpayer, on the accrual basis from 
the inception of doing business, ac- 
crued “retainage” amounts withheld 
out of its earnings for work completed 
on long-term construction contracts 
in the year the work was done. How- 
ever, without the consent of the Com- 
missioner, the taxpayer sought to 
delay reporting this income until the 
final completion and acceptance of 
the work. This, the taxpayer argued, 
was only proper under the accrual 
method and, his former system being 
erroneous, it could be changed with- 
out the Commissioner’s consent. The 
Tax Court held that the taxpayer’s 
“system or practice of accounting and 
reporting the so-called ‘retainages’ 
here involved and so consistenly fol- 
lowed for so many years was so 
substantial with such adverse effects 
upon the revenues as to constitute a 
change in the method of accounting 
employed ....” These cases, along 
with a case in the Sixth Circuit °* may 
indicate that the following judicial 
definition of a method of accounting 
is evolving: The accounting treat- 
ment of any significant item accord- 
ing to a defined and regular plan, 
system or practice which has been 
consistently applied to that item, 
whether or not such method is correct 
under the taxpayer’s over-all method 
of accounting. 


"CCH Dec. 21,583, 25 TC 1086 (1956). 
See also Rev. Rul. 59-285, 1959-2 CB 458. 

"CCH Dec. 24,924, 36 TC —, No. 65 
(1961). 

* Huntington Securities Corporation  v. 
Busey, 40-2 ustc $9508, 112 F. 2d 368: 
“*Method,’ as used in the present statute, 
means the way of keeping the taxpayers’ 
books according to a defined and regular 
plan,” at p. 370. 
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It might be well to take a moment 
to explore the underlying importance 
of the problem. Under Section 446(e), 
the Commissioner can only control 
changes in “methods of accounting,” 
having no statutory authority to pre- 
vent the correction of errors.** The 
ability to control a change in the 
manner income is reported is vital to 
the Commissioner. A change in prac- 
tice, whether it be a change in method 
or a mere error correction, will nor- 
mally cause a distortion of the tax- 
payer’s income for the year of the 
change, and if the Commissioner has 
control of the change he can prevent 
that distortion from resulting in a 
windfall to the taxpayer at the gov- 
ernment’s expense.** For a taxpayer 
to be able to change without permis- 
sion when he thinks he has been 
technically incorrect in his prior treat- 
ment of an item could cause a con- 
siderable loss in revenue. 

Conversely, however, if the defini- 
tion is given a narrow scope, it may 
work to the advantage of the revenue. 
Section 481 provides thai certain ad- 
justments are to be taken into ac- 
count by the taxpayer in order to 
prevent amounts from being duplicated 
or omitted where the change in method 
of accounting is made in a year subject 
to the 1954 Code. If the change in 
method of accounting in involuntary, 
that is, initiated by the Internal Revenue 
Service, then Section 481 does not 
require any adjustments attributable 
to pre-1954 Code account balances to 
be taken into account by the tax- 
payer. However, that section has no 
application to correction of errors 


“For example of “correction of error” 
cases see Wetherbee Electric Company v. 
Jones, 47-2 ustc J 9346, 73 F. Supp. 765 
(DC Okla.). 

“The regulations provide: ‘Permission 
to change a taxpayer’s method of account- 
ing will not be granted unless the taxpayer 
and the Commissioner agree to the terms, 
conditions and adjustments under which 
the change will be effected.” Treasury 
Regs. Section 1.446-1(e)(3). 
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which relate to practices not considered 
a “method.” Therefore, an Internal 
Revenue Service initiated “error cor- 
rection” will not automatically result 
in the loss of pre-1954 Code balances. 
I may add that it is in large part due 
to the treatment of pre-1954 Code 
balances under Section 481 that the 
taxpayer and the Internal Revenue 
Service are presently engaged in a 
stalemate. Why should a taxpayer 
voluntarily change his method when, 
if he can get the Service to initiate 
the change, he may escape taxation 
on the pre-1954 Code balances? The 
Service, quite naturally, is also think- 
ing along these lines. 

A special feature of this problem 
which has received a great deal of 
attention lately is the correction of 
errors in understatements of inven- 
tories.°° Section 481 does not apply 
to the correction of a recurring in- 
ventory accounting error that is not 
a change in method. Accordingly, 
pre-1954 Code balance lose their pre- 
ferred position. However, some courts 
have required that, under the annual 
accounting concept, in order to cor- 
rectly reflect income for the taxable 
year of the change, the opening and 
closing inventory for such year must 
be computed in a comparable man- 
ner.*’ Thus, if the inventory valuation 
practice is not a method of account- 
ing, the possibility of a double deduc- 
tion may be unavoidable unless the 
mitigation of limitations provisions 
(Sections 1311 through 1315) apply to 
open up a barred year. And these 
sections will only apply in this situa- 
tion if the taxpayer is the one who 
has maintained an inconsistent posi- 
tion with respect to the opening in- 
ventory of the first open year. The 

“See, “How the IRS Is Handling Ac- 
counting Questions at the Agent Level,” 
15 Journal of Taxation 194-207 (1961). 

"Compare Thomas Shoe Company, CCH 
Dec. 60, 1 BTA 124 (1924), acq. IV-I CB 


3, and Dwyer v. Commissioner, 53-1 ustc 
4 9320, 203 F. 2d 522 (CA-2), with Visin- 
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taxpayer, of course, argues that by 
taking a position with respect to the 
closing inventory of that year it is 
the Government, and not the taxpayer, 
who has maintained the inconsistent 
position. 


Bilder and Carasso 


The decisions of the Court of Ap- 
peals for the Third Circuit in Com- 
missioner v. Bilder ** and the Court of 
Appeals for the Second Circuit in 
Carasso v. Commissioner *° focus on a 
difficult point of delineation between 
nondeductible personal expense and 
deductible medical expense. 


Facts in Bilder.—The taxpayer, a 
resident of New Jersey, suffered from 
a severe heart condition. Pursuant to 
the advice of his physician, he spent 
the winter months of 1954 and 1955 in 
Florida accompanied by his wife and 
daughter. His Florida lodging was 
located near a hospital and he was 
under the care of one of the few doc- 
tors in Florida competent to administer 
a special drug prescription. The tax- 
payer deducted, inter alia, the total 
cost of his lodging in Florida, and the 
Third Circuit (in a 2-1 decision) sus- 
tained the deduction. 


Facts in Carasso.—The Carasso case 
involves substantially similar facts 
to those in Bilder. The taxpayer con- 
valescing from a major stomach 
operation, sought to deduct the cost 
of hotels and meals for himself and 
his wife during a stay in Bermuda 
undertaken solely for medical reasons. 
The Second Circuit held that such 
amounts were nondeductible personal 
living expenses. The court referred 
to the decision of the Third Circuit in 
Bilder as one involving substantially 


tainer v. Allan, 61-1 ustc J 9306, 191 F. Supp. 
425 (DC Colo.), and Ernest, Holdeman & 
Collett, Inc., CCH Dec. 24,030(M) 19 TCM 
42 (1960). 

* 61-1 ustc J 9367, 289 F. 2d 291 (CA-3), 
petition for certiorari filed. 

"61-2 ustc 9579, 292 F. 2d 367 (CA-2). 
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similar facts and presenting an identi- 
cal legal issue, but the Second Circuit 
concluded that the relevant statutory 
provisions and the legislative history 
supported the dissent in Bilder rather 
than the majority opinion. 


Discussion of Law and 
Legislative History 


Section 24(a)(1) of the 1939 Code 
provided that “in computing net in- 
come no deduction shall in any case 
be allowed in respect of—(1) per- 
sonal, living, or family expenses, ex- 
cept extraordinary medical expenses 
deductible under section 23(x)... .” 
Section 23(x) in turn provided that 
the deductible expenses of medical 
care included “amounts paid for the 
diagnosis, cure, mitigation, treatment, 
or prevention of disease.” This sec- 
tion was interpreted by both the 
courts ® and the Internal Revenue 
Service * to include the cost of non- 
hospital meals and lodging incurred 
primarily for and essential to medical 
care, as well as related transportation 
costs. 


In contrast, Section 262 of the 1954 
Code precludes the deduction of liv- 
ing expenses “Except as otherwise 
expressly provided.” Further, the 
1954 Code retained the prior defini- 
tion of “medical care” but a new 
provision was added to expressly al- 
low the deduction for amounts paid 
“for transportation primarily for and 
essential to” medical care. In dis- 
cussing the change, the House report ® 
announced that: 


“The deduction permitted for ‘trans- 
portation primarily for and essential 
to medical care’ clarifies existing law 
in that it specifically excludes deduc- 


“1. Keever Stringham, CCH Dec. 16,916, 
12 TC 580 (1949), aff'd 50-2 ustc § 9367, 
183 F. 2d 579 (CA-6); Edward A. Harvey, 
12 TC 409 (1949); Embry’s Estate v. Gray, 
56-2 ustc {J 9893, 143 F .Supp. 603 (DC Ky.). 

* Regs. 111, Section 29.23(x)-1; Regs. 118, 
Section 39.23(x)-1(d)(1); I. T. 3786, 1946-1 
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tion of any meals and lodging while 
away from home receiving medical 
treatment. For example, if a doctor 
prescribes that a patient must go to 
Florida in order to alleviate specific 
chronic ailments and to escape un- 
favorable climatic conditions which 
have proven injurious to the health 
of the taxpayer, and the travel is 
prescribed for reasons other than the 
general improvement of a patient’s 
health, the cost of the patient’s trans- 
portation to Florida would be deduc- 
tible but not his living expenses while 
there.” (Italics supplied.) 


The Treasury regulations followed 
the lead of the report and denied a 
deduction for meals and lodging.® 


The majority of the Court of Ap- 
peals for the Third Circuit believed: 
(1) That the statutory language un- 
ambiguously authorized the deduction 
and thus, that resort to congressional 
intent was not necessary; (2) that in 
any event the committee reports were 
confusing; and (3) that the specific 
declaration of congressional intent 
found in the reports was overridden 
by the general policy favoring medi- 
cal deductions. 


Judge Hastie, in dissent, termed 
the decision “extraordinary” in that 
the “majority insist that a recent 
enactment of Congress means exactly 
the opposite of what the Senate and 
House Committee Reports on the bill 
and such other statements as there 
are on the point in the legislative 
history say it means.” ** Judge Hastie 
also stressed the change in statutory 
terminology between the 1939 and 
1954 Codes, pointing out that under 
Section 262 as compared with Section 
23(x) of the 1939 Code, a taxpayer 


CB 75; Rev. Rul. 55-261, 1955-1 CB 307. 
@H. Rept. 1337, 83d Cong., 2d Sess., p. A 
60 (1954). 
* Treasury Regs. Section 1.213-1(e) (iv). 
“Case cited at footnote 58, at p. 306. 
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must show where living expenses are 
“expressly” included among medical 
items in order to constitute a deduc- 
tible medical expense. There being 
no such express allowance in the 
statute for costs of meals and lodging 
relative to medical care, Judge Hastie 
concluded that the taxpayer failed 
to carry the burden imposed by Sec- 
tion 262. 


Rather than test the issue further 
in other circuits, the Service recom- 
mended that Supreme Court review 
be sought in the Bilder case. One of 
the motivating forces in seeking re- 
view with only two cases decided on 
point is that of taxpayer equity. Since, 
in general, small amounts of tax are 
involved per taxpayer, it is doubtful 
if taxpayers would be willing to liti- 
gate their claim with little, if any- 
thing, to gain after court costs. If 
certiorari is granted, it is likely the 
issue will be put to rest, thus mini- 
mizing taxpayer litigation costs. 


Harden and Ross 


The next, and final two, cases re- 
late to collection litigation problems 
of the Service. U. S. v. Harden™ in- 
volves the enforceability of United 
States judgments in foreign courts. 
United States v. Ross® involves the 
use of injunctive and receivership 
proceedings in an effort to reach 
foreign based assets. Both cases con- 
stitute attempts of the government 
to break new ground and are worthy 
of special mention. 


Facts in Harden.—In an action 
brought by the government to collect 


“(Not reported on publication date.) 

“61-2 ustc § 9608, 196 F. Supp. 243 (DC 
N. Y.). 

“Entered March 10, 1961 by Judge Hall 
in the United States District Court for the 
Southern District of California, Central 
Division. Case number 710-57 PH Civil. 
An amendment is dated March 24, 1961. 

*Dicey’s Conflict of Laws states: 

“Rule 21. The court has no jurisdiction 
at common law to entertain any action— 
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assessed income taxes, judgment was 
entered against the taxpayer pursuant 
to stipulation by the United States 
District Court in California." The 
taxpayer failed to pay such judgment, 
however, and her most eligible as- 
sets were located in Vancouver, British 
Columbia. The Commissioner then 
retained Canadian counsel and a gar- 
nishment order was secured against 
her Canadian assets. The Canadian 
trial court held that it was without 
jurisdiction to entertain a claim to 
enforce, either directly or indirectly, 
the revenue laws of the United States, 
and dismissed the garnishment action. 
The case is now pending on appeal. 


Discussion of Law and 
Broad Implications 


The decision of the Canadian court 
was based on the ancient conflict of 
laws rule that, absent a treaty provi- 
sion to the contrary, a court will not 
enforce a penal or revenue law of a 
foreign state.® 


The genesis of the rule with respect 
to revenue laws is attributed to a de- 
cision by Lord Mansfield.®* The deci- 
sions which put revenue laws in the 
same category as penal laws have 
been severely criticized.*° However, 
rather than attempt a frontal assault 
on the theoretical soundness of the 
rule, the Commissioner sought to cir- 
cumscribe the rule in accordance with 
United States case law. The govern- 
ment asserted that the rule regarding 
foreign revenue laws did not apply 
to the Harden case for two reasons: 


“(1) for the enforcement, either directly 
or indirectly, of a penal, revenue, or other 
public law of a foreign State.” 

@ Holman v. Johnson, 1 Cowp. 341, 343 


(K. B. 1775). Lord Mansfield said “no 
country ever takes notice of the revenue 
laws of another.” 


State ex rel. Oklahoma Tax Commission, 
v. Rodgers, 193 S. W. 2d 919 (1946). 





(1) The rule does not apply to a 
foreign judgment for taxes, as dis- 
tinguished from a claim for taxes ; and 


(2) Since the original judgment 
was obtained by “stipulation” of coun- 
sel, the original cause of action for 
taxes was converted into an action 
of contract. 

In support of its first contention, 
the Commissioner relied heavily on a 
United States Supreme Court case, Mil- 
waukee County v. M. E. White Com- 
pany™ in which Milwaukee County, 
Wisconsin, obtained a judgment against 
an Illinois corporation in a Wisconsin 
court for income taxes due that state. 
The Supreme Court held that a judg- 
ment is not to be denied full faith 
and credit in state and federal courts 
merely because it is for taxes. The 
court said: 


“A cause of action on a judgment 
is different from that upon which the 
judgment was entered. . . . Regardless 
of the nature of the right which gave 


rise to it, the judgment is an obliga- 


tion to pay money in the nature of a 
debt. .. .” (Italics supplied.) ™ 

The decisions of the English courts 
appear to be in accord with this prin- 
ciple. In the early case of Walker v. 
Witter,”* it was said : 

“An action of debt will lie on a for- 


eign judgment, and the plaintiff need 
not show the ground of the judgment.” 


The Canadian court did not follow 
the Milwaukee case. Instead, it relied 
on two English cases decided in 1955, 
neither of which, however, involved 
a tax claim reduced to judgment.** 


™ 296 U. S. 268 (1935). 

"Case cited at footnote 71, at p. 273. 

*99 E. R. 1 (1778). Other English cases 
to this effect are Williams v. Jones, 99 E. R. 
212 (1845); Grant v. Easton, L. R. 13, Q. B. 
Div. 302 (1883). 

Government of India v. Taylor, A. C. 
491 (1955); and Peter Buchanan Ltd. v. 
McVey, A. C. 516 (1955). 

*“A consent judgment is undoubtedly 
contractual in its nature and should be 
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A passage from one case relied on, 
Peter Buchanan, Ltd. v. McVey, greatly 
influenced the Canadian court: 


“In every case the substance of the 
claim must be scrutinized, and if it then 
appears that it is really a suit brought 
for the purpose of collecting the debt 
of a foreign revenue it must be re- 
jected.” (Italics supplied.) 


The “substance over form” language 
also doomed the government’s second 
contention, that is, that the stipulated 
judgment was in essence a consent 
judgment which served to convert 
the original cause of action for taxes 
into one of contract and since the 
contract was executed in California, 
the California law should apply.” 
The Canadian court, in the instant 
case stated: “I do not think that it 
can be said that the judgment ob- 
tained by stipulation brought into 
being any cause of action for anything 
other than foreign taxes.” 


From the reasoning of the English 
cases referred to in the court’s opin- 
ion, it would appear to be a close 
question whether an action on the 
present judgment can be maintained 
in the Canadian jurisdiction. Cer- 
tainly, the “substance over form” 
language, although lifted from cases 
not on all fours with the present case, 
is broad enough to cover the enforce- 
ment of “judgments” or “contracts” 
which originated in tax claims. It can 
forcibly be argued that to permit en- 
forcement of the judgment, the court 
would be allowing one to indirectly 
accomplish what the court has refused 
to allow one to do directly. Courts 


construed as though it were a contract. 
It is based wholly upon the agreement of 
the parties with respect to the matter in 
controversy in the action and involves no 
judicial inquiry into a preliminary adjudi- 
cation of, the facts or the law applicable 
thereto. The agreement or consent renders 
this unnecessary and improper.” Freeman 


on Judgments, Vol. 3, p. 2773, Fifth ed. 
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are generally loathe to permit this. 
However, the great mass of case law 
adhering to the principle that a cause 
of action merges into the judgment 
cannot easily be ignored.”® 


Moreover, one may wonder why the 
courts refuse to enforce direct efforts 
of foreign countries or states to col- 
lect tax claims. In the United States, 
there is convincing evidence that the 
old rule is breaking down, both by 
decision and under statutes.” 


The answer is probably a pragmatic 
one. To give effect to a judgment for 
taxes of a foreign state would inev- 
itably lead to the enrichment of the 
foreign state at the expense and to 
the detriment of the forum country’s 
own nationals. This would very well 
influence the thinking of many courts. 
On the other hand, if the Canadian 
court should enforce the judgment, 
it is likely that under the rules of 
comity as expressed by the Supreme 
Court in Hilton v. Guyot,'* reciprocal 
treatment may be accorded collection 
attempts by Canadian revenue author- 
ities. The issue presented in the 
Harden case is one of significance to 
the revenue, and it will likely con- 
tinue to be litigated. 


Another approach to the problem 
of reaching a taxpayer’s assets in a 
foreign country was used in U. S. 
v. Ross. 


Facts in Ross.—The taxpayer, a 
United States citizen residing in the 
Bahamas, was the controlling stock- 
holder of two corporations, neither 


"The Restatement of the Law of Judg- 
ments has this to say: “a. The doctrine 
of merger. Where the plaintiff brings an 
action against the defendant and a valid 
and final judgment for the payment of 
money is rendered in favor of the plaintiff, 
the original claim of the plaintiff is ex- 
tinguished and a new cause of action on 
the judgment is substituted for it. In such 
a case the plaintiff’s original claim is merged 
in the judgment.” Ch. 3, Section 47, p. 181. 
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of which was organized in the United 
States. The stock certificates were lo- 
cated in the Bahamas. When the tax- 
payer became aware that the United 
States taxing authorities were investi- 
gating his affairs, he began trans- 
ferring assets of the corporations to 
Canada. The Commissioner, subse- 
quent to a jeopardy assessment, went 
into a United States District Court 
seeking an injunction and the appoint- 
ment of a receiver. The district court 
appointed a receiver over the defend- 
ant’s property located in the United 
States and, more importantly, directed 
the defendant to assign, transfer, and 
deliver to the receiver his certificates 
of stock located outside of the United 
States. 


Implications 

This is the first case in which a 
United States court has ordered a 
taxpayer to transfer property located 
outside of the United States to a court 
appointed receiver pending deter- 


mination of his tax liability. The Ross 
case could become a landmark deci- 
sion in the area of enforcing United 
States tax claims against foreign based 
assets. If a taxpayer complies with 
an order to transfer assets to a United 
States receiver, the question presented 
in Harden is never reached. Further, 
the district court was of the opinion 
that the foreign court would recog- 
nize the title of a transferee of the 
receiver. On the other hand, if the 
taxpayer ignores the order, he risks 
being in contempt of court. Moreover, 
a ne exeat proceeding is available to 


™ See, in addition to the Oklahoma case, 
cited at footnote 70, the following cases: 
Ohio ex rel. Duffy v. Arnett, 234 S. W. 2d 
722 (1950); City of New York v. Shapiro, 
129 F. Supp. 149 (DC Mass., 1954). About 
half of the states now have statutes pro- 
viding for reciprocal enforcement of tax 
claims of other states. 


* 159 U.S. 113 (1895). 





prevent an attempted exodus on the 
part of a taxpayer. If other courts 
follow the lead of this district court, 


the present immunity now enjoyed 
by many foreign situs assets may be 
shortlived. [The End] 


Corporate Distributions of 
Property, Stock and Stock Rights— 
Dividend or Redemption? 


By WILLIAM P. SUTTER 


Hopkins, Sutter, Owen, Mulroy and Wentz; Chicago 


ERHAPS the principal area of 

interest in the field of corporate 
distributions is that relating to the 
question of the difference, if any, 
between corporate dividend distribu- 
tions and corporate distributions in 
redemption of stock. Professor Ped- 
rick of Northwestern, one of the most 
learned and certainly one of the wit- 
tiest of lecturers on federal taxation, 
discoursed at length on this subject in 
the July issue of the Jilinois Bar Jour- 
nal. As Professor Pedrick pointed out 
and as you are all aware, prior to the 
enactment of the Internal Revenue 
Code of 1954, the law taxed as divi- 
dends those corporate distributions in 
redemption of stock which were “essen- 
tially equivalent to a dividend.”? In 
other words, the 1939 Code took a 
“pigs is pigs” approach and left it up 
to the courts to decide whether any 
given animal was porcine in character. 
Furthermore, under the 1939 Code, 
the same section covered both re- 
demptions resulting from partial liqui- 
dations and other types of redemptions. 
Under the present Code, however, 
partial liquidations are subject to their 
own set of rules? and are not within 
the scope of this discussion. 


+1939 Code Sec. 115(g)(1). 
*See Secs. 331-346, especially the last. 
* Sec. 302(b) (2). 
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In the area of redemption which 
do not constitute partial liquidations, 
Section 302 now presumes to lay down 
rather definite rules. Thus, if a cor- 
porate distribution constitutes a sub- 
stantially disproportionate redemption 
of stock,® or effects a termination of 
a shareholder’s interest,* or is in re- 
demption of stock issued by railroad 
corporations in certain reorganiza- 
tions,® then the distribution will be 
treated as in part or full payment in 
exchange for the stock redeemed. On 
the other hand, where such is not the 
case, then the distribution falls under 
Section 301, and will generally con- 
stitute an ordinary dividend. 


Looming over Section 302 are the 
attribution rules of Section 318 which, 
in general, apply in determining the 
ownership of stock for all purposes 
under Section 302, and hence, jor 
determining whether a given redemp- 
tion is substantially disproportionate 
or constitutes a termination of inter- 
est. With attribution rules in effect, 
only the clearest cases can claim the 
benefits of Section 302 (b) (2) and (3).° 

* Sec. 302(b)(3). 


® Sec. 302(b) (4). 
* Sec. 302(b) (4) is not discussed herein. 
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Failure to meet the requirements 
of paragraphs (2) or (3) is not, how- 
ever, fatal, since a redemption distri- 
bution which meets the tests of Section 
302(b)(1) is also treated as in pay- 
ment for stock and since Section 302 
(b)(5) provides that “in determining 
whether a redemption meets the re- 
quirements of paragraph (1), the fact 
that such redemption fails to meet the 
requirements of paragraph (2), (3) or 
(4) shall not be taken into account.” 
And to what redemptions does Section 
302(b) (1) give relief? Why, of course, 
to those “not essentially equivalent 
to a dividend.” Thus, once again the 
old porker is afoot. 


However, it must be remembered 
that the attribution rules of Section 
318 apply to Section 302(b)(1) as 
they do to the other portions of Sec- 
tion 302. As a result, there has been 
concern lest a redemption which failed 
to come within paragraphs (2) and 
(3) because attribution made it essen- 
tially pro rata might also fail to qual- 
ify under paragraph (1) for the same 
reasons. This concern has existed 
despite the Senate Finance Committee 
statement relating to Section 302 that 
“under this subsection your commit- 
tee intends to incorporate into the bill 
existing law as to whether or not a 
redemption is essentially equivalent to 
a dividend under Section 115(g) (1) 
of the 1939 Code, and in addition to 
provide three definite standards in 
order to provide certainty in specific 
instances.”* This concern was in- 
creased by the decision in Thomas CG. 
Lewis. A decedent owned 55 per cent 
of the shares in a corporation, the 


* Note that in Reg. Sec. 1.302-2, the Treas- 
ury stresses that attributed ownership is a 
fact to be considered in determining whether 
a distribution is essentially equivalent to 
a dividend and further states that all dis- 
tributions in pro rata redemptions of a part 
of the stock of a corporation will generally 
be treated as distributions under Sec. 301 if 
the corporation has only one class of stock 
outstanding. \ 
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balance being owned by her daughters 
and their husbands. The decedent had 
been president but drew no salary and 
for the last seven years of her life 
performed no services, No dividends 
were ever paid. Over 11 or 12 years, 
the decedent had drawn loans from 
the corporation to meet living ex- 
penses, which loans totaled over $20,000 
at her death. At the time of her death, 
aside from the shares in the corpora- 
tion, her estate was of less value than 
the amount of the loans. 


Pursuant to probate court proceed- 
ings, 51 shares were sold to the corpo- 
ration for the amount of the loans, 
reducing the estate’s ownership from 
55 per cent to 45 per cent; the re- 
maining shares were distributed to 
the decedent’s daughters. The family 
holdings were unequal before and af- 
ter the redemption. The Tax Court 
recognized that, under Section 115 
(z)(1), this might have not been 
“essentially equivalent to a dividend” 
since the redemption materially changed 
the proportionate ownership of the 
estate. Indeed, under the 1954 Code, 
if the redemption had been made from 
the decedent during her lifetime, it 
could have qualified under Section 
302(b) (2) had a few additional shares 
been redeemed, reducing her interest 
from 55 per cent to 43 per cent.’ 
However, since attribution caused the 
estate to be considered as owner of 
100 per cent of the stock,’ the re- 
demption was viewed as being pro 
rata and a dividend resulted. While 
the free hand with which the decedent 
had obtained the enjoyment of corpo- 
rate earnings during her lifetime without 


*CCH Dec. 24,409, 35 TC 71 (1960). 

*See Pedrick, “Stock Redemptions, the 
‘Law’ and the Profits,” 79 Illinois Bar Jour- 
nal 786, at p. 792. 

* The daughters were treated as owning 
the stock of their husbands, and the estate 
as owning the stock of the daughters. 





the payment of dividends undoubtedly 
influenced the thinking of Judge Raum, 
the court nevertheless stressed that a 
redemption not “essentially equiva- 
lent to a dividend” under Section 


115(g)(1) became such under Section 
302(b)(1), because the application of 
attribution rules made it pro rata. 


The American Bar Association Sec- 
tion of Taxation, Committee on Cor- 
porate Stockholder Relationships, in- 
fluenced in part by the Lewis decision, 
proposed at the recent ABA meeting 
in St. Louis that Section 302(b) (5) 
be amended to provide that the attri- 
bution rules of Section 318 do not 
apply under Section 302(b)(1), but 
that the relationships described in 
Section 318 be taken into account 
along with all other factors in deter- 
mining whether or not a given re- 
demption is “essentially equivalent to 
a dividend.” This salutory suggestion 
was coupled with another to the effect 
that the attribution provisions of Sec- 
tion 302 be expanded so as to include 
husband-wife attribution in termina- 
tion of interest cases. Present law 
would permit a redemption of all of 
a husband’s stock to qualify under 
Section 302(b)(3), even if his wife 
owned a substantial block of the same 
stock. The proposed amendment would 
end this, but, coupled with the amend- 
ment to Section 302(b)(5) would en- 
able the husband to contend that the 
redemption qualified under Section 302 
(b) (1). 

The committee, in its discussion of 
the proposals, stated that “it is be- 
lieved that the proposed amendment 
of § 302(b)(5) and the related amend- 
ment of § 302(c)(1) reflect the intent 
of the present statute,” but also said, 
“There are indications . . . that in 
practice the Revenue Service does not 
recognize that this present provision 
has the effect of making the attribu- 
tion rules inapplicable under § 302 


"CCH Dec. 24,715, 35 TC 950 (3/16/61), 
acq. 1961-38 I. R. B. 5. 
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(b)(1) and in Thomas G. Lewis, . . 
the Tax Court recently treated such 
rules as applicable under § 302(b) (1).” 


More recently, however, the Tax 
Court has quieted some of the concern 
aroused by the Lewis decision. 


In Estate of Arthur H. Squier,’ an 
estate held 50.09 per cent of a corpo- 
ration’s stock directly, and through 
attribution held 63.30 per cent. The 
balance was owned by an unrelated 
party. A redemption of estate stock 
sufficient to reduce the estate’s direct 
holding to 41.27 per cent and its at- 
tributed holdings to 56.82 per cent 
was held not essentially equivalent to 
a dividend. While the attribution rules 
precluded the redemption from falling 
under Section 302(b)(2) or (3), they 
did not make the redemption pro rata, 
since there was a substantial minority 
interest. Judge Raum, who had de- 
cided the Lewis case, also decided 
Squier, and, in addition to the fore- 
going stressed a cleavage between the 
estate and those persons whose stock 
was attributed to it, so that the re- 
demption effectuated a “crucial reduc- 
tion: of the estate’s control of the 
corporation.” Finally, there was in 
Squier a history of dividend payments, 
albeit conservative ones. 


While Squier may be fairly readily 
distinguished from Lewis, it is im- 
portant to note that the Commissioner 
has acquiesced in the decision, and 
that it was followed in a much weaker 
case, Herbert C. Parker, decided by 
Judge Train on June 15, 1961. In that 
situation, the taxpayer owned 50.3 
per cent of the corporate stock in- 
volved; his son, whose stock was 
attributed to the taxpayer, owned 47.4 
per cent ; 2.3 per cent was owned by an 
outsider. When the taxpayer sold 60 
per cent of his stock to the corpora- 
tion, the Commissioner contended that 


*®CCH Dec. 24,895(M), 20 TCM 893 
(6/15/61). 
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he failed to meet the tests of Section 
302(b)(1), arguing: 


. the constructive ownership 
rules of section 318 must be applied 
in determining essential equivalence 
to a dividend under section 302(b) (1) ; 
that Congress intended to confine sec- 
tion 302(b)(1) to non-voting preferred 
stock redemptions and minority stock 
redemptions; and that, in any event, 
this redemption does not qualify for 
sale or exchange treatment even under 
the more liberal rule of section 115 
(g)(1) of the 1939 Code.” 


In a memorandum opinion, Judge 
Train held for the taxpayer, finding 
that: 


. the effect of the redemption 
was to transfer effective control of 
the corporation from Parker to his 
son, with whom he had had substan- 
tial controversy about the running of 
the business prior to the redemption. 
This transfer of control, preceded by 
disagreements as to the management 
of the Company, so affects the total 
factual picture as to persuade us that, 
notwithstanding the family relations 
involved, this redemption of petition- 
ers’ stock only was not essentially 
equivalent to a dividend.” 


Much reliance was placed on Squier 
while Lewis was distinguished because 
“the findings are devoid of any refer- 
ence to controversy or adversity of 
interest among the various shareholder 
interests.” 


Redemptions Involving Related 
Corporations 


Under Section 304 of the Code, a 
sale of stock of one corporation to a 
sister corporation (one controlled by 
the same persons) is treated as a 
distribution in redemption of the stock 
of the acquiring corporation.*® A sale of 
stock of a parent corporation to a sub- 


*® Sec. 304(a)(1). 
* Sec. 304(a) (2). 
* Sec. 304(c). 
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sidiary corporation is treated as a dis- 
tribution in redemption of the stock of 
the parent.** Control is defined to mean 
50 per cent ownership and the attribu- 
tion rules of Section 318 apply to 
determine whether the same persons 
control both corporations or whether 
one is the parent of the other.** Once 
a redemption is found to have occurred, 
Section 302 is called into play to de- 
termine the tax treatment of the re- 
demption. 

Several recent decisions have indi- 
cated disparate views as to the appli- 
cability of Section 304. In Samuel E. 
Radnitz, Jr., v. U. S.,% the taxpayers, 
together with other individuals, owned 
90 per cent of the stock of Corporation 
A, the taxpayers alone owning 30 
per cent. The taxpayers and the same 
other individuals owned 50 per cent 
of the stock of Corporation C, the tax- 
payers alone owning 15 per cent. The 
other 50 per cent of the stock of Cor- 
poration C was owned by Corporation 
A, which also owned 100 per cent of 
the stock of Corporation B. 


Since, under Section 304(c)(1) per- 
sons who control a corporation which, 
in turn, controls a second are them- 
selves deemed to control the second, 
the taxpayers and the other individ- 
uals who owned 90 per cent of the 
stock of Corporation A were deemed 
to control Corporation B, At the same 
time, by their direct 50 per cent own- 
ership of Corporation C, they were 
deemed to control Corporation C. In 
point of fact, they could also have 
been deemed to control Corporation 
C through Corporation A, which owned 
50 per cent of C’s stock. 


Corporation B purchased the 50 per 
cent of the stock in Corporation C 
owned by the taxpayers and the other 
individuals. Under Section 304(a) (1), 
this was treated as a redemption by B 
of its own stock, B and C being con- 

* 61-1 ustc § 9177, 187 F. Supp. 952 (DC 
N. Y.), aff'd per curiam, 61-2 uste 9672 
(CA-2, 9/22/61). 
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sidered as sister corporations, con- 
trolled by the same individuals. The 
government contended that, since Sec- 
tion 304 made the transaction a re- 
demption, Section 302 must be examined 
to determine if the redemption were 
essentially equivalent to a dividend. 
The taxpayers, however, argued that 
there had been no “distribution” within 
the meaning of Sections 301 and 302, 
because Corporation B had acquired 
valuable assets, that is, stock in Cor- 
poration C, in exchange for the money 
expended. Therefore, they said, B’s 
total assets were not diminished by 
the transaction, and no “distribution” 
could be found to exist. 


The court, however, dismissed this 
argument as contrary to the intent 
of Section 304, enacted to characterize 
as redemptions transactions which 
would otherwise appear to be sales. 
Finding Section 302 applicable, the 
court then held that the redemption 
could not qualify as “not essentially 
equivalent to a dividend” under Sec- 
tion 302(b)(1). The court stated that 
the essential test under Section 302 
(b)(1), as under former Section 115 
(g)(1), was the “net effect” of the 
redemption. Here, neither B or C 
Corporation had ever declared a divi- 
dend, though both had accumulated 
earnings; there was no policy of con- 
traction and after the transaction the 
individual stockholders were as firmly 
ensconced in their tricorporate posi- 
tions as before. Section 304(b)(1) 
provides that whether a Section 304 
redemption is to be treated, under 
Section 302, as a purchase or as a 
dividend is to be determined by refer- 
ence to the stock of the corporation 
whose stock is acquired, in this case 
Corporation C. Further, Section 304 
(b)(1) also provides that the 50 per 
cent limitation imposed by Section 
318 (a)(2)(C) is not applicable under 
Section 302 for this purpose. This 


* 61-1 ustc J 9402, 193 F. Supp. 602 (DC 
Mass., 4/10/61), on appeal to CA-1. 
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means that all persons owning stock 
in any corporation are deemed to 
own all stock owned directly or indi- 
rectly by such corporation in propor- 
tion to their stock ownership in such 
corporation. Following these rules, 
the taxpayers were seen to have held 
a 30 per cent interest in Corporation 
C prior to the sale (15 per cent di- 
rectly and 15 per cent through their 
30 per cent interest in A), while after 
the sale they still had a 30 per cent 
interest in Corporation C through 
their 30 per cent interest in A. 


Quite a different approach was taken 
by the district court in Collins v. U. S.*" 
In that case, husband and wife owned 
100 per cent of the stock of Corpora- 
tion A, with a cost of $15,000. They 
owned directly 70 per cent of Corpo- 
ration B, the remaining 30 per cent 
being attributable to them. Corpora- 
tion B purchased all of the stock of 
Corporation A at cost, that is, $15,000. 
Clearly, this transaction fell under 
Section 304(a)(1), and gave rise to a 
redemption of B’s stock. Further, un- 
der Section 304(b)(1), treatment un- 
der Section 302 should be determined 
with respect to A’s stock. As to such 
stock, husband and wife owned 100 
per cent before the transaction; they 
owned 100 per cent after the transac- 
tion through their direct and indirect 
ownership of Corporation B. 


Nevertheless, this transaction did 
not result in dividend taxation. The 
court stressed the purpose of Section 
302 as being to end proportional dis- 
tributions which pay out surplus with 
no change in ownership. Here, it said, 
the case was quite different, since B 
Corporation acquired assets worth 
$15,000 in exchange for cash of the 
same amount. B was not stripped of 
any assets, nor were the taxpayers 
enriched, since they exchanged assets 
for cash of the same value. Thus, there 
was no real distribution of any of the 





earned surplus of Corporation B. The 
court was admittedly influenced by 
the good dividend record of Corpora- 
tion A. 


The taxpayers in Collins, it will be 
observed, succeeded with the argu- 
ment which was rejected in Radnitz 
and we may anticipate continuing liti- 
gation until this question is resolved. 
However, the ultimate victory of the 
Radnitz approach seems assured. Un- 
der the Collins logic, it would be al- 
most impossible to arrive at a dividend 
result under Section 304, since every 
case would involve an exchange of 
cash for an asset, that is, the stock 
acquired. Except in cases of obvious 
overpayment, therefore, no dividend 
would result, though cash was with- 
drawn from the composite corporate 
solution with no resultant change in 
percentage control. 

The court in the Collins case also 
indicated its belief that the result 
there obtained was proper, since A 
corporation could have sold its assets 
to B corporation for $15,000 and then 
liquidated. This, the court stated, 
would have achieved the same result 
as the sale of A’s stock and would 
have assured A’s stockholders of capi- 
tal gain treatment. Actually, it is 
probable that a sale of assets from 
one company to a second controlled 
by the same persons, followed by a 
distribution of cash from the first, 
would not achieve a capital gain re- 
sult. This is the hoary reincorporation 
problem, most recently dealt with in 
Rev. Rul. 61-156.7* 


Cross-Redemptions 

Let us suppose for a moment that 
each of two corporations holds a sub- 
stantial block of stock in the other. 
Let us assume, further, that antitrust 
or other considerations make it ad- 
visable that these interlocking stock- 
holdings be terminated. Let us also 
assume that the stocks have approxi- 


* 1961-34 I. R. B. 10. 
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mately equal values and that both 
blocks have appreciated considerably 
since they were acquired. Under these 
circumstances is there any available 
method of terminating the interlock- 
ing stockholdings without incurring 
heavy taxes? 


One possible solution lies in the 
concept of cross-redemption. A cross- 
redemption would occur if Corpora- 
tion A were to redeem all of its stock 
held by B, paying therefor with stock 
of B held by A, while B were to re- 
deem all of its stock held by A, pay- 
ing therefor with stock of A held 
by B. 

Under Section 31l(a) of the In- 
ternal Revenue Code, no gain or loss 
shall be recognized to a corporation 
on the distribution of property with 
respect to its stock. “Property” is 
defined by Section 317(a) to include 
any property other than stock of the 
corporation making the distribution. 
Section 317(b) defines a redemption 
of stock to include any acquisition by 
a corporation of its own stock in ex- 
change for property. And, finally, 
Regulations Section 1.311-1(a) pro- 
vides that the term “distributions 
with respect to” the stock of a cor- 
poration includes distributions made 
in redemption of its stock. 


If these various statutory and regu- 
latory provisions are combined, the 
hypothetical transaction (from A’s 
point of view) would consist simply 
of a distribution of property (B’s stock) 
with respect to A’s own stock, on 
which A would recognize neither gain 
nor loss. At the same time, the re- 
verse would be true as to B, which 
would be making a distribution of 
property (A’s stock) with respect to 
B’s own stock. Thus, neither corpo- 
ration would recognize gain or loss 
on the transaction. 


This result appears perfectly clear, 
so long as both parties to the trans- 
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action are looked upon as distributors 
with respect to their own stock, rather 
than as distributees with respect to 
the other’s stock. It is submitted 
that the former is the proper ap- 
proach. Tax consequences are ordi- 
narily determined by reference to the 
taxpayer’s own view of the transac- 
tion in question. For example, in the 
Kimbell-Diamond series of cases, the 
taxpayer which acquired stock in 
order to obtain assets was treated as 
having acquired assets.*® This re- 
sult, however, did not change the tax 
treatment of the other party to the 
transaction. From the seller’s point 
of view, the sale. was a sale of stock 
and it was taxed accordingly.” 


Furthermore, the provisions of 
Regulations Section 1.311-l(e) indi- 
cate that whether gain or loss is to be 
recognized turns on the nature of 
the transaction from the viewpoint 
of the distributor corporation. As 
stated above, Section 311(a) provides 
that no gain or loss shall be recognized 


to a corporation on the distribution of 
property with respect to its stock. 
Regulations Section 1.311-1(e) limits 
the applicability of this section to dis- 


tributions made by reason of the 
corporation-stockholder relationship. 
The regulations provide that Section 
311 will not apply where the distribu- 
tion is made to a stockholder in his 
capacity as debtor, creditor, employee 
or vendee, where the fact that he is 
a stockholder is incidental to the 
transaction. The regulations give as 
an example the situation where the 
corporation sells property and receives 
its own stock in payment therefor. 
In such a case, gain or loss would be 
recognized to the corporation. 

In the hypothetical situation under 
discussion, it seems clear that, from 

* Kimbell-Diamond Milling Company, CCH 
Dec. 17,454 14 TC 74 (1950), aff'd per 


curiam 51-1 ustc $9201, 187 F. 2d 718 
(CA-5), cert. den., 342 U. S. 847. 
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the point of view of each distributing 
corporation, the distribution is made 
solely by reason of the corporation- 
stockholder relationship. Indeed, the 
entire transaction would never occur 
but for the interlocking corporation- 
stockholder relationships. In such 
case, Section 311 should apply and 
there should be no recognition of gain 
or loss. What occurs is not, realistic- 
ally, a sale by A of property (B’s stock) 
with payment made in A’s stock and 
vice versa. What occurs is, as stated 
above, a true cross-redemption. 


In this connection, it should be 
noted that the Solicitor General’s 
brief to the Supreme Court on behalf 
of the United States in the Du Pont 
case suggested that Du Pont could 
exchange General Motors stock for 
Du Pont preferred and common stock 
in the hands of the public. This ex- 
change, it was stated, would be tax- 
free to Du Pont under Section 311 
(a). The Solicitor General, therefore, 
would evidently concede that Section 
311 is applicable to an exchange of 
property by a corporation for its own 
stock, even in a situation where the 
property must be disposed of under 
court order and, thus, where the dis- 
tribution takes on more of the attri- 
butes of a forced sale of the property 
than a redemption of the stock. The 
hypothetical case here discussed, it is 
submitted, is far more readily de- 
fended as falling within Section 311(a). 


Corporate ‘‘Gifts"’ 


The question whether the Duber- 
stein case** changed the law as to 
what constitutes an income-tax-free 
gift to the recipient is at yet far from 
settled. While the Supreme Court 
refused to enunciate explicit rules of 
law, and purported to leave each case 


* Dallas Downtown Development Company, 
CCH Dec. 16,777, 12 TC 114 (1949), acq. 
1950-1 CB 2. 

* Commissioner v. 
278 (1960). 


Duberstein, 363 U. S. 
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to be decided on its own peculiar 
facts, it did say that a payment pro- 
ceeding primarily from “the con- 
straining force of any moral or legal 
duty” is not a gift, whereas a gift 
will exist where the payment pro- 
ceeds from a “detached and distin- 
terested generosity, . . . out of affec- 
tion, respect, admiration, charity or 
like impulses.” 


The Tax Court has apparently con- 
cluded that the latter factual require- 
ments cannot be met by corporate 
distributions. In any event, since the 
Duberstein decision, no Tax Court case 
has been decided in favor of the re- 
cipient of a voluntary corporate pay- 
ment made in memoriam of a recently 
deceased corporate executive. Be- 
ginning with Estate of Mervin G. Pier- 
pont, ** a decision by Judge Raum 
reviewed by the full Tax Court, Judge 
Kern dissenting, the Commissioner 
has had an unbroken string of suc- 
cesses. See Estate of Martin Kuntz, 
Sr.,3 Ivan Y. Nickerson,?* Estate of 
Irving B. Cooper,*®> Mildred W. Smith,”* 
Estate of W. R. Olsen,?* Roy I. Mar- 
tin,*®> and Estate of Julius B. Crom- 
heim.” In the bulk of these decisions, 
the Tax Court held that a “detached 
and disinterested generosity” was lack- 
ing, relying in large part on the 
wording of the corporate resolutions 
involved. For example, the resolu- 
tion referred to recognition of the 
decedent’s services in the Pierpont, 
Kuntz, Cooper, Smith, Olsen, Martin 
and Cronheim cases. In every case, 
the Tax Court held the payment tax- 
able to the widow of the deceased 


* CCH Dec. 24,408, 35 TC 65 (1960), on 
appeal to CA-4. 

*®CCH Dec. 24,463(M), 19 TCM 1379 
(1960) on appeal to CA-6. 

*CCH Dec. 24,496(M), 19 TCM 1508 
(1960). 

*=CCH Dec. 
(5/29/61). 

*CCH Dec. 24,868(M), 
(5/29/61) on appeal to CA-3. 


24,867(M), 20 TCM 774 


20 TCM 775 
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executive to whom it was made, de- 
spite the lack of a legal obligation on 
the corporation to make such pay- 
ment, and despite the fact that the 
decedent had been fully compensated 
for his services. 


The nature of the income was not 
discussed in most of the opinions, but 
the Nickerson decision took an inter- 
esting tack. ‘In that case payment 
was made, not to the decedent’s 
widow, but to his children to whom 
all of the stock of the corporation 
passed under the decedent’s will. The 
resolution was silent as to motiva- 
tion, the directors simply voting cer- 
tain payments to the children for one 
year. Later, additional resolutions 
continued payments for a second year 
and then for a third. No dividends 
had been paid for many years, but the 
corporation had a sizable earned sur- 
plus. Judge Withey held the pay- 
ments taxable to the children as 
dividends. In such a case, of course, 
the dividend credit was available to 
the recipients, but presumably none 
of the payments could qualify for tax- 
free treatment under Section 101(b).*° 


On the other hand, in the Olsen 
case, the widow received not only 
voluntary payments which Judge 
Pierce held taxable to her, but also 
an admittedly taxable distribution 
from the corporation’s profit-sharing 
trust. The latter was taxable as 
capital gain, and Judge Pierce held, 
the Commissioner agreeing, that the 
$5,000 death benefit exclusion under 
Section 101(b) should be applied 
against the widow’s ordinary income 


*CCH Dec. 24,876(M), 20 TCM 807 
(5/31/61) on appeal to CA-8. 

*CCH Dec. 24,907, 36 TC —, No. 56 
(6/21/61) on appeal to CA-3. 

*CCH Dec. 24,983(M), 20 TCM 1144 
(8/17/61). 

* Note, too, Barbourville Brick Company, 
CCH Dec. 25,069, 37 TC —, No. 2 (10/9/61) 
which denied a corporate deduction for pay- 
ments to a widow on the ground the pay- 
ments were dividends. 
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payments, rather than her capital 
gain distribution. 


Where the taxpaper has chosen a 
suit for refund, rather than to contest 
the deficiency in the Tax Court, it has 
been the taxpayer who has emerged 
victorious. Most recent, a gift was 
held to have been intended in Cowan 
v. U. S.," and in Rice v. U. S.** despite 
the fact that the resolution in each 
case referred to recognition of the de- 
cedent’s services. See, too, Frankel 
v. U. S.,3 where the form of the 
resolution was not shown. 


In Wilner v. U. S.,** the district 
court refused summary judgment to 
both the government and the widow 
of the deceased executive. It stated 
that all pertinent facts must be studied 
to determine the intent of the donor, 
including the presence or absence of 
a program of making payments to 
widows, the wording of the corporate 
resolution and oral testimony as to 
the corporate intent. The mere fact 
that the resolution referred to a “prac- 
tice of the corporation to continue 
the compensation of deceased officers 
and employees” was not conclusive. 


In this connection, it should be 
noted that the Tax Court, always 
finding taxability, has not been re- 
quired to pass on the government 
argument that enactment of Section 
101(b) eliminated any possibility of 
tax-free payments resulting from the 
death of an employee in excess of 
$5,000. On the other hand, the other 
courts which have been confronted 
with this argument have uniformly 
rejected it where a direct holding on 
the point has been necessary. See, 
Reed v. U. S.;** U. S. v. Kasynski ; ** 
Cowan v. U. S.; Frankel v. U. S.; Wil- 
ner v. U. S.; and Rice v. U. S. 


* 60-2 § 9674, 191 F. Supp. 703 (DC Ga.), 
government appeal to CA-5 dismissed per 
stipulation. 

* 61-2 ustc J 9658 (DC Wis., 8/29/61). 

* 61-1 ustc § 9287, 192 F. Supp. 776 (DC 
Minn., 2/28/61), on appeal to CA-8. 
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Finally, in light of the Supreme 
Court’s statement that each so-called 
gift case must be decided upon its 
own facts, it is pertinent to note that 
the Court of Appeals for the tenth 
circuit refused to substitute its judg- 
ment for that of the trial court in the 
Kasynski case, where the lower court 
found a gift intended, despite a reso- 
lution which referred to the decedent’s 
services. The decision in the lower 
court preceded the Duberstein opinion 
but the Court of Appeals indicated 
that the factual tests set forth in 
Duberstein simply restated existing 
law. 


Miscellany 


A number of interesting questions 
concerning corporate distributions have 
been decided (at least to the govern- 
ment’s satisfaction) by rulings in 
recent years. Several of these are 
worth mentioning at this time. 


Section 301(b)(1)(B) provides that 
the amount of a distribution of prop- 
erty to a corporate shareholder is the 
lesser of the fair market value of the 
property or its adjusted basis in the 
hands of the distributing corporation. 
Leaving aside the question of whether 
this traditional rule will be changed 
(as Treasury representatives sug- 
gested that it should be when testify- 
ing concerning the proposed Du Pont 
tax bill), a little known revenue 
ruling attempts to restrict its appli- 
cability. Rev. Rul. 57-470." provides 
that a nonresident foreign corpora- 
tion is not a corporation within the 
meaning of Section 301(b)(1)(B) and 
that it, therefore, will be considered 
to have received the fair market value 
of any property distributed to it. No 
explanation is given of the reasoning 

“61-2 ustc 9575 (DC N. Y., 7/5/61). 

* 60-1 ustc J 9349, 277 F. 2d 456 (CA-6). 

* 60-2 ustc 9792, 284 F. 2d 143 (CA-10, 
1960). 

* 1957-2 CB 608. 





behind the statement that a foreign 
corporation is not a corporation un- 
der Section 301, and it appears pat- 
ently fallacious. When dealing with 
the sections which determine the ex- 
tent to which gain shall be recognized 
in complete liquidations of subsid- 
iaries,** transfers to corporations con- 
trolled by the transferors,* exchanges 
of stock and securities in reorganiza- 
tions,*® distributions of stock and 
securities of controlled corporations,** 
exchanges or distributions under Sec- 
tions 354 and 355, plus “boot,” ** or 
exchanges by corporations pursuant 
to reorganizations,*® Congress felt 
impelled to enact Section 367 to state 
that “a foreign corporation shall not 
be considered as a corporation” un- 
less it complied with certain require- 
ments. If a foreign corporation would 
be included within the definition of a 
corporation for purposes of the re- 
organization and related sections of 
the Code, but for an express statu- 
tory provision to the contrary, then a 
foreign corporation is a corporation 
for purposes of Section 301, in the 
absence of such a contrary statutory 
provision. Further, Section 7701 (a) (3) 
which defines the term “corporation” 
to include associations, joint-stock com- 
panies and insurance companies, does 
not exclude foreign corporations. Quite 
the contrary, Section 7701 contains 
definitions of the terms “domestic” 
and “foreign” when applied to corpo- 
rations, thereby recognizing that such 
qualifying terms will be used when a 
particular type of corporation is meant. 


An interesting sidelight might be 


mentioned in connection with this 
matter. Section 1441 and 1442 require 
withholding of tax on dividends paid 
to nonresident aliens and nonresident 


* Sec. 332. 
* Sec. 351. 
Sec. 354. 
“Sec. 355. 
“Sec. 356. 
“Sec. 361. 
“ Dkt. 137-61, filed 4/10/61. 
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foreign corporations. It will suffice 
to ask how one is to withhold on a 
dividend declared and paid in property. 


Another recent development involves 
the government’s interpretation of 
the scope of Sections 301, 316 and 356. 
This has resulted in present litigation 
in the Court of Claims (Milton Roy 
Company v. U. S.) “ which may clari- 
fy the question before many persons 
are aware of the controversy. Under 
Section 356, “boot” received in an 
otherwise tax-free exchange may well 
be treated as a “dividend.” However, 
differing from Section 302, which 
deals with distributions in redemp- 
tion of stock and provides that, under 
certain circumstances, the distribu- 
tion shall be treated as a distribu- 
tion subject to Section 301 (and then 
as a dividend under Section 316), Sec- 
tion 356(a)(2) shortcuts the question 
and simply provides that the distribu- 
tion “shall be treated as a dividend.” 
In the Milton Roy Company case, the 
government is asserting the position that 
the dividends received credit,*® the divi- 
dend exclusion,** and the dividends re- 
ceived deduction *’ all apply only to 
distributions under Section 301 which 
are dividends under Section 3.6. Since, 
in the case of “boot” received in an 
otherwise tax-free exchange, both the 
amount that is to be taxed and the 
manner in which such amount is to 
be treated are determined under Sec- 
tion 356(a)(2), the government con- 
tends that neither Section 301 nor 
Section 316 is applicable and, there- 
fore, that the corporate recipient of a 
“boot” dividend is not entitled to a 
dividends received deduction. 


While I believe that this position 
is unrealistic, it is, nevertheless, true 
that Section 356(b) which deals with 


“Sec. 34. 

“Sec. 116. 

“Sec. 243 (actually this is the only sec- 
tion directly involved, but denial of the 
taxpayer’s refund claim was based on a 
special ruling which also passed on the 
other two points). 
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“boot” received in what would other- 
wise be a tax-free distribution under 
Section 355 as distinct from a tax- 
free exchange plus “boot” covered by 
Section 356(a) provides that the 
“boot” “shall be treated as a distribu- 
tion of property to which Section 301 
applies.” Nothing in the committee 
reports indicates a Congressional in- 
tention that this should produce a dif- 
ferent result but the difference in 
language does lend some support to 
the government’s position. 

A special ruling dated December 
21, 1960,** deals with the tax treat- 
ment of a common stock dividend 
wherein no fractional shares are dis- 
tributed, but all fractional shares are 
aggregated into whole shares by the 
corporation and are then sold for the 
account of the persons entitled there- 
to. The ruling states that the proceeds 
of sale constitute ordinary dividends 
to the persons receiving the same, 
where no specific authorization for 
such sales has been given by the 
stockholders. On the other hand, 
O. D. 781 * states that such handling 
of fractional shares will be treated as 
if the stockholders had themselves re- 
ceived the fractional shares and then 
sold them, where the resolution de- 
claring the stock dividend provides 
for such treatment and is approved 
by the stockholders. Query: What is 
the treatment of the stockholder who 
votes against the proposal ? 

Rev. Rul. 61-96 °° deals with a divi- 
dend paid by a subsidiary to its parent 
in the parent’s own bonds. Assume 
that the subsidiary purchased its par- 
ent’s bonds for $8,500, such bonds hav- 
ing a face value of $10,000. After the 
bonds have declined in value to $7,500, 
the subsidiary distributes the bonds 
to its parent. The parent will be taxed 
under Section 301 upon receipt of 
$7,500 (the lesser of the subsidiary’s 


“617 CCH Sranparp FeperAL Tax ReE- 
PORTS {] 6306. 
“4 CB 28 (1921). 
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adjusted basis or fair market value). 
At the same time, the parent will be 
taxed on income arising from the dis- 
charge of its indebte< ness to the ex- 
tent of $2,500 (the difference between 
the amount of the distribution under 
Section 301 and the face amount of 
the bonds). At the same time, the 
subsidiary’s earnings and profits will 
be reduced by $8,500 (the adjusted 
basis of the bonds in its hands). The 
subsidiary will not recognize gain or 
loss on the distribution. 


If, instead of following the pro- 
cedure discussed in the ruling, the 
parent had redeemed the bonds at 
par, the parent would have realized 
no income and the subsidiary would 
have realized a capital gain of $1;500 
(the difference between its adjusted 
basis and the amount received). Ag- 
gregate costs for the two corpora- 
tions might well be less in such an 
arrangement. 


In J. Simpson Dean," the Tax Court 
held, in a decision reviewed by the 
full court, that the taxpayers realized 
no taxable income when they bor- 
rowed over $2,000,000 from their con- 
trolled corporation on interest-free 
notes. The majority felt that any 
income constructed from the use of 
the funds would be offset by a con- 
structed deduction for interest paid. 
However, the decision was to the 
effect that no income was realized, 
rather than that any offsetting de- 
duction was also achieved. This as- 
pect of the case bothered several 
judges, who noted that interest pay- 
ments are not deductible per se. Ap- 
parently, there was no question that 
the loan was bona fide and not a 
disguised dividend itself. 

An extremely recent decision and 
one of some interest is that in Fa- 

1961-21 I. R. B. 11. 


"CCH Dec. 24,742, 35 TC 113 (3/30/61), 
on appeal to CA-3. 
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breeka Products Company v. Commis- 
sioner? The corporation borrowed 
enough money from a bank to cover 
the call price on certain bonds which 
were subject to a 30-day call and 
were selling at a substantial premium. 
The corporation used its own funds 
to make up the difference in the pur- 
chase price. The company held the 
bonds for 30 days, deducted the prem- 
ium paid, and then distributed the 
bonds, subject to the loan, as a divi- 
dend in kind. The stockholders 
promptly sold the bonds, paid off the 
loan with the proceeds and retained 
the amount of the premium. The net 
effect of the transaction was to obtain 
for the corporation a deduction for 
the amount of the dividend paid (the 
difference between the amount of the 


loan and the fair market value of 
the bonds, that is, the premium). 


While the court recognized that 
the whole scheme was motivated ex- 
clusively by the tax benefits to be 
gained, the taxpaper was upheld. 
None of the transactions were sham; 
the corporation incurred the risk of 
a decline in value of the bonds during 
the period it held them; the bonds 
were genuinely pledged as security 
for true loans and they were truly 
assigned to the stockholders as a 
dividend. Tax motivations, said the 
court, could not be used to deny the 
corporation a deduction to which it 
was entitled in a genuine transaction. 
The decision accords with the other 
recent decision in Maysteel Products, 
Inc. v. Commissioner" — [The End] 


Tax Considerations 


in Corporate Divisions: 
Contraction and Liquidation 
By DONALD McDONALD 


Montgomery, McCracken, Walker & Rhoads; Philadelphia 


OUR CLIENT may want to divide, 

contract or liquidate his business 
or corporation for any of a number of 
reasons. He may disagree bitterly 
with a fellow shareholder. Or, he may 
want to segregate one booming branch 
of the business. Conversely, if all or 
part of the business is losing money, 
he may want to get out as quickly and 
cheaply as possible. Your client may 
be an individual or a corporation. 
The taxes payable, now or later, de- 
pend both on the facts and on the 
course you choose. 


"61-2 ustc § 9678 (CA-1, 10/5/61). 
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You may divide a corporation, and 
possibly even a single business, under 
Section 355 without tax either to the 
corporation or its shareholders. At 
the other extreme, the division may 
result in a gain to the corporation and 
a dividend to the stockholders. 


You may sell part of the corporate 
assets in a partial liquidation under 
Section 346. The corporation will 
recognize gain or loss. (If, before the 
sale, the corporation distributes the 
assets to the shareholders, there may 
be no gain or loss to the corporation.) 


* 61-1 ustc § 9283, 287 F. 2d 429 (CA-7). 
TAXES —The Tax Magazine 





On the distribution of the proceeds, 
the shareholders may recognize only 
capital gain or loss. A “genuine con- 
traction of the corporate business” is 
a partial liquidation.* But if the cor- 
poration delays too long between the 
sale and distribution—or itself uses 
the proceeds—the distribution may be 
a dividend.* 


You have several choices in a com- 
plete liquidation. The corporation 
may sell assets in a 12-month plan of 
complete liquidation under Section 
337 without taxable gain or loss. The 
shareholder’s gain or loss would be 
capital.* If the corporation simply 
distributes all its assets, or the pro- 
ceeds of their sale, the shareholders 
have capital gain or loss.® Or, if 
shareholders with 80 per cent of the 
vote elect, part of the distribution, if 
completed in one calendar month, 
may be a dividend, part may be capi- 
tal gain, and’part may be tax free.® 


If your client is a corporation con- 
trolling a subsidiary, it may liquidate 
the subsidiary without tax.’ 


Tax-Free Divisions 


Section 355(a) prescribes the form 
in which, if available, you must cast 
a tax-free division. It provides that 
the distribution of stock, and some- 
times securities, of a subsidiary cor- 
poration to the parent’s shareholders 
will not result in taxable gain or loss if : 


(1) the distributing corporation dis- 
tributes stock or securities of a cor- 
poration of which it has, immediately 
prior to the distribution, 80 per cent 
control as defined in Section 368(c) ; 


(2) the distribution is not principally 
a device for distributing earnings and 


* Code Sec. 331(a) (2). 

* Regs. Sec. 1.346-1(a). 

* Rev. Rul. 58-565, 1958-2 CB 140. 
* Code Sec. 331(a)(1). 

® Code Sec. 331(a) (1). 

* Code Sec. 333. 

* Code Sec, 332. 
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profits of either the distributing or con- 
trolled corporations; 


(3) the five-year active business re- 
quirements of Section 355(b) are 
satisfied ; and 


(4) the distributing corporation dis- 
tribues either all its stock and securi- 
ties in the controlled corporation, or 
so much thereof as constitutes control, 
and retention of the balance is shown 
not to be in pursuance of a plan hav- 
ing as one of its principal purposes 
tax avoidance. 


The distribution itself must be 
either to a shareholder with respect to 
its stock or a security holder with respect 
to its securities. The distribution need 
not be pro rata among the share- 
holders. The shareholder need not 
surrender stock in the distributing 
corporation. The distribution need 
not have been made a part of a plan 
of reorganization. The distributing 
corporation may form a new controlled 
corporation for the purpose of dis- 
tributing its stock. The Service be- 
lieves that the distributing corporation 
must have conducted two businesses 
for five years before the distribution.® 
The Tax Court and the Court of Ap- 
peals for the Sixth Circuit does not.*° 


The active business requirements 
of Section 355(b)(1) prohibit the tax- 
free separation of a corporation into 
active and inactive entities. Section 
355(b)(1)(A) extends the provisions 
of Section 355(a) only to those divisive 
distributions where the distributing 
corporation and the controlled corpo- 
ration are engaged immediately after 
the distribution in the active conduct of 
a trade or business. If the distributions 
involve the liquidation of the trans- 
feror, Section 355(b)(1)(B) requires 


* Regs. Sec. 1.355-1(b). 

® Regs. Sec. 1.355-1(a); T. I. R. 339, Oct. 
3, 1961. 

” Edmund P. and Virginia Coady, CCH 
Dec. 24,024, 33 TC 771 (1960), aff'd, 61-1 
ustc § 9415, 289 F. 2d 400 (CA-6). 
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that immediately before the distribu- 
tion the transferor have no assets other 
than stock or securities in the con- 
trolled corporations, and that imme- 
diately thereafter each of the 
controlled corporations is engaged in 
the active conduct of a trade or business. 


Section 355(b)(2) details the rules 
to determine whether a corporation is 
engaged in the active conduct of a 
trade or business, and provides that a 
corporation shall be treated as en- 
gaged, if and only if: 

(1) It is itself engaged in the active 
conduct of a trade or business, or 
substantially all its assets consist of 
stock or securities of a corporation 
controlled by it immediately after the 
distribution which is so engaged ; 

(2) such trade or business has been 
actively conducted throughout the 
five-year period ending on the date of 
the distribution; 


(3) such trade or business was not 
acquired within that five-year period 
in a transaction in which gain or loss 
was recognized ; and 


(4) control of a corporation, which 
at the time of acquisition of control 
was conducting such trade or business 
(a) was not acquired within that five- 
year period, or (b) if acquired within 
that period was acquired (i) by reason 
of a transaction in which no gain or 
loss was recognized, or (ii) by reason 
of such transactions combined with 
acquisitions made before the begin- 
ning of that five-year period. 


If the distribution qualifies under 


Section 355, the shareholders who 
receive stock of the former subsidiary, 
the parent corporation, and the for- 
mer subsidiary have no taxable gain 





"Code Secs. 355(a)(1), 311. The distri- 
bution of “boot,” of course, results in a 
tax to the shareholders. 

*® Code Sec. 358(a) and (b). 

* Code Sec. 312(i); Regs. Sec. 1.312-10. 

“ Code Secs. 301(c), 316. 

* Code Sec. 302(b). 

* Code Sec. 346. 
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or loss.** The shareholder divides the 
basis for his former stockholding be- 
tween the old and new stock.’* The 
bases of the corporate assets continue. 
If the subsidiary is new, it receives 
some of the parent’s earnings and 
profits, but none of its deficit or loss 
carry-over.*® 

If the distribution does not qualify 
under Section 355, it may be a divi- 
dend,"* a sale of stock,” or a partial 
liquidation.*® The distributing corpo- 
ration might have taxable gain,’’ and 
may have some reduction in its earn- 
ings and profits.’® 


Partial Liquidations 


Section 346(a) defines “partial liqui- 
dation” as a distribution under a plan 
and either one of a series of distribu- 
tions in redemption of all of the stock 
of the corporation, or in a redemption 
of part of the stock if the distribution : 
(1) “is not essentially equivalent to a 
dividend”; and (2) occurs within the 
taxable year that the corporation 
adopts the plan, or the next taxable 
year. 


The regulations illustrate Section 
346(a) (2) as, “a distribution resulting 
from a genuine contraction of the cor- 
porate business.” 


Section 346(b) details one type of 
distribution which qualifies under 
Section 346(b)(2): A _ distribution 
consisting of the proceeds from, or 
the assets of, a trade or business ”® 
which the distributing corporation 
ceased to conduct if immediately after 
the distribution the distributing cor- 
poration is actively conducting a trade 
or business. Both the terminated and 
the continued trade or business must 
have: 


* Code Sec. 311(a); Regs. Sec. 1.311-1. 

* Code Sec. 312(a). 

® The rules relating to an active business 
would seem to bar distribution of the stock 
of a subsidiary. Regs. Secs. 1.346-1(b) and 
(c). The Service has ruled, however, that 
the proceeds of sale of stock of a subsidiary 
may qualify. 
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(1) “been actively conducted 
throughout the five-year period imme- 
diately before the distribution”; and 


(2) not been acquired within the 
five-year period in a transaction in 
which gain or loss was recognized in 
whole or in part. 

If the distribution qualifies under 
Section 346, the shareholders have 
capital gain or loss measured by the 
difference between the distribution 
and the proper portion of their basis 
or their former holdings in the dis- 
tributing corporation.”° The corpora- 
tion will have no gain or loss except 
upon the distribution of installment 
obligations," bad debt reserves,” or 
uncompleted contracts.*® 


If the distribution does not qualify 
under Section 346, it will be a divi- 
dend to the shareholder, unless it 
qualifies under Section 302(b), relat- 
ing to redemptions treated as ex- 
changes. The Commissioner, however, 
may waive the requirements of Sec- 
tion 346.** 

Sections 346 and 355 contain the 
familiar, but completely undefined 
phrases, “not essentially equivalent to 
a dividend,” ** “a trade or business 
actively conducted” ** for five years, 
and “not used principally as a device 
for the distribution of the earnings 
and profits.” ** Taxpayers’ represent- 
atives requested the first as a relief 
from the House draft of the Code; 
Treasury representatives requested 
the second and third to protect the 
revenues. 


* Rulings in this area consistently state 
that the number of shares considered re- 
deemed will be measured by the relative 
value of the distribution to the total value 
of the distributee’s stock immediately be- 


fore the distribution. Rev. Rul. 
1956-2 CB 191. 

* Code Sec. 336. 

™ Cf. Rev. Rul. 57-482, 1957-2 CB 49. 

*Jud Plumbing & Heating, Inc. v. Com- 
missioner, 46-1 ustc 19177, 153 F. 2d 681 
(CA-5). 

* Cf. Fowler Hosiery Company, Inc., CCH 
Dec. 24,806, 36 TC —, No. 20 (1961). 


56-513, 
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‘Not Essentially Equivalent to a 
Dividend" 


In 1954 the House bill intended to 
limit “partial liquidations” to “a bona 
fide cessation of an independent branch 
[that is, one of at least two businesses] 
of a business of the corporation held 
for at least five years, and that, accord- 
ingly, such liquidation will constitute 
more than a mere contraction in the 
scope of a single business of the corpora- 
tion.” 7° The Senate, however, was 
more liberal, and prevailed. It added 
the “equivalent to a dividend” lan- 
guage to provide capital gain treat- 
ment both in Section 302(b)(1), 
relating to redemptions treated as ex- 
changes, and Section 346(a)(2), de- 
fining “partial liquidation.” The 
Senate intended a distinction. Facts 
at the shareholder level would control 
the result under Section 302. “On 
the other hand, those distributions 
characterized by what happens solely 
at the corporate level by reason of the 
assets distributed would be included 
as within the concept of a partial 
liquidation.” *® 


The Senate report and the final 
regulations state that distributions 
resulting from “a genuine contrac- 
tion” of the business are in partial 
liquidation; distributions from a re- 
serve for expansion are not.*° Where 
does this leave the 1939 Code cases, 
where the corporation purchased shares 
to improve its credit, or to make them 
available to employees?** At least 


* Code Sec. 346(a) (2); Cf. Sec. 302(b) (1). 

* Code Secs. 346(b)(1) and (2); 355(b) 
(1)(A) and (B); 355(b)(2)(A) and (B). 

* Code Sec. 355(a)(1)(B). 

*H. Rept. No. 1337, 83d Cong., 2d Sess., 
p. A 112 (1954). 

*S. Rept. No. 1635, 83d Cong., 2d Sess., 
p. 49 (1954). 

® Source cited at footnote 29, at p. 262; 
Regs. Secs. 1.346-1(a). 

*See Note, “Redemptions and Partial 
Liquidations Under The 1954 Internal Rev- 
enue Code: The Dividend Equivalence 

(Continued on following page) 
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two authors suggest that only con- 
traction cases are included in Section 
346(a) (2).** The Eighth Circuit, how- 
ever, Says: 

“It clearly appears from the Senate 
Report, supra, that congress at the 
time it enacted the Internal Revenue 
Code of 1954 was familiar with the 
interpretation given dividend-equiva- 
lent language by the courts, and it 
appears from the legislative history as 
a whole that congress had no inten- 
tion to change the meaning of ‘essen- 
tially ‘equivalent to a dividend,’ as 
interpreted by the courts in cases 
arising under the 1939 Code, in a 
situation such as here presented, 
where the facts do not fall within 
any of the specific new provisions 
contained in §§ 302(b) or 346.” * 


While it has always been hard to 
predict the outcome of an “equivalent 
to a dividend” case, when the Senate 
amended the House bill, it appeared 
that if you could have won under the 
1939 Code, you could still win under 
the 1954 Code. 


““Genuine Contraction" 


The words are deceptively simple. 
Most who have the time to write, 
criticize the concept as logically in- 


defensible.** They have listed and 
discussed the pre-1954 cases. Despite 
their seemingly infallible logic, the 
Senate rejected it in 1954, the Ad- 
visory Group on Subchapter C re- 
jected it in 1957 and the American 
Law Institute rejected it in 1958. Un- 
certainty in Section 346(a) (2) appears 


(Footnote 31 continued) 
Test,” 103 Pennsylvania Law Review 936 
(May, 1955). 

“ Bittker, Federal Income Taxation of Cor- 
porations and Shareholders (Federal Tax 
Press, 1959) pp. 216-219; Chommie, “Sec- 
tion 346(a)(2): The Contraction Theory,” 
11 Tax Law Review 407, 425-429 (1956). 

* U.S. v. Carey, 289 F, 2d 531, 61-1 ustc 
aoe (CA-8) aff’g 60-2 ustc § 9659 (DC 

a.). 

*Schoettle, “Section 346 of the Internal 
Revenue Code: A Legislative Enigma,” 109 
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far more justifiable, less damaging to 
the revenues and less perplexing to 
the taxpayer or corporation desiring 
advice as to the tax consequences of 
its contemplated action, than Section 
269, imposing tax on an unprovable 
state of mind. I do not recall Section 
269 defended as either logical or 
certain. 


In Rev. Rul. 56-513,*° the first pub- 
lished ruling on contraction, a corpo- 
ration, here called “Baker,” ten years 
before had formed a subsidiary, here 
called “Bisco.” After substantial losses, 
Bisco sold its plant in 1953 and liqui- 
dated into Baker. Thereafter Baker 
made bread, but no biscuits. Baker’s 
distribution of the proceeds purchased 
80 per cent of the common shares of 
each shareholder. “. . . it is evident 
that the redemption was attributable 
to a bona fide contraction of the cor- 
poration’s business operation and a 
consequent reduction in capital used.” ** 


Rev. Rul. 57-333 ** held that distri- 
bution of land acquired as a site for a 
new food brokerage building, but leased 
to a used car dealer, and producing 
less than 2 per cent of the food busi- 
ness’ gross profit, would be neither a 
contraction nor a termination of a 
business. 


Rev. Rul. 58-565 ** took no position 
on whether the sale of one of three store 
buildings might have been a genuine 
contraction, had the corporation paid 
out the proceeds promptly. It sold 
the building, then unencumbered, in 
1952, for 28 per cent down and a pur- 


Pennsylvania Law Review 944, 956-971; Bitt- 
ker and Redlich, “Corporate Liquidations 
and the Income Tax,” 5 Tax Law Review 
455, 472-3 (1950); Cohen, et al., “A Techni- 
cal Revision of the Federal Income Tax 
Treatment of Corporate Distributions to 
Shareholders,” 52 Columbia Law Review 1, 
37-38 (1952). 

* 1956-2 CB 191. 

* 1956-2 CB 191, 192. 

1957-2 CB 239, 

* 1958-2 CB 140. 
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chase money mortgage. The buyer 
paid the mortgage in 1957. The cor- 
poration then adopted a plan of par- 
tial liquidation to distribute the net 
proceeds of the sale. This, said the 
Service, was an unreasonable delay. * 
Moreover “ the requirements of 
section 346 are not satisfied if the 
proceeds of the sale are used in the 
corporation’s remaining business for 
any period of time.” *° 


As to Section 346, unlike Section 
355, the Service concedes one business 
can contract. The corporation, in Rev. 
Rul. 59-240,* sold all of its operating 
properties. It began liquidating dis- 
tributions. Later, it decided to retain 
3.2 per cent of its assets to buy a new 
business. “. . . the drastic reduction 
in capital requirements and the distri- 
bution of the proceeds of the sale of 
the old business is considered as de- 
terminative.” ** Similarly, in Rev. 
Rul. 60-232,* the corporation bought, 
sold, traded and repaired used con- 
tractors’ equipment in its own build- 
ing. An unrelated buyer bought the 
rental equipment, inventory and work 
in process, and leased the building, 
machine tools, furniture and fixtures. 
The corporation, in “a genuine con- 
traction,” distributed an amount equal 
to the proceeds of sale and the work- 
ing capital attributable to the used 
equipment and repair business. This 
ruling modified Rev. Rul. 55-373 ** by 
permitting a distribution of working 
capital. There, under the 1939 Code, 
the Service found a contraction. On 
the death of the president, the prin- 
cipal supplier cancelled the corporate 


® Cf. Regs. Sec. 1.346-1(c)(2). 

“ 1958-2 CB 140, 141. 

* 1959-2 CB 112. 

@ 1959-2 CB 112, 113. 

* 1960-2 CB 115. 

“1955-1 CB 363. 

* 1960-2 CB 118. 

“ 1960-2 CB 118, 119. 

55-2 ustc J 9618 (DC Fia.). 

“CCH Dec. 21,729(M), 15 TCM 580, 
TC Memo, 1956-116. 
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franchise. The corporation then sold 
its inventories in bulk sales, but re- 
tained and rented its building. The 
ruling suggests the distribution was 
60 per cent of the corporate net worth. 


The last published ruling, Rev. Rul. 
60-322,** again limits the Service con- 
cept of a contraction: “. . . neither 
the sale of investments nor the sale 
of a large part of the inventory in the 
ordinary course of business consti- 
tutes a genuine contraction of the 
business of the corporation.” * The 
ruling related to a tannery, which, 
like others, experienced a severely 
declining market. 


Since 1954 the taxpayer has success- 
fully resisted dividend taxation, argu- 
ing contraction, in Atlantic National 
Bank of Jacksonville v. Fahs,*" Sam 
Rosania, Sr.,“* Estate of Abraham 


Frisch,” and U. S. v. Carey.®° The last 
is the only case under the 1954 Code, 
and although the district court alter- 
natively relied on Section 346, the 


Eighth Circuit affirmed solely on Sec- 
tion 302(b). The contraction argu- 
ment failed in Ernest F. Becher ™ and 
Estate of Charles D. Chandler,®? pri- 
marily because they had not reduced 
the amount of “capital” committed to 
the business. 


The partial liquidation problem 
usually appears with a distribution to 
an individual in the high surtax 
brackets. Remember, however, the 
government may argue for a partial 
liquidation to prevent a dividends-re- 
ceived credit to a corporation,** or to 
deny a loss on the disposition of cor- 


“CCH Dec. 25,550(M), 18 TCM 358, 
TC Memo. 1959-74. 

*® Cited at footnote 33. 

"CCH Dec. 20,466, 22 TC 932 (1954) 
aff’d on other grounds 55-1 ustc { 9335, 221 
F, 2d 252 (CA-2). 

= CCH Dec. 20,546, 22 TC 1158 (1954) 
aff'd per curiam 56-1 ustc $9181, 228 F. 2d 
909 (CA-6). 

*® Case cited at footnote 24. 





porate assets.** Similarly, a corporate 
taxpayer may argue for a partial liqui- 
dation to avoid gain on disposing of 
its assets.*® 


“Trade or Business 
Actively Conducted" 


This concept developed in the 1954 
Code as an arbitrary touchstone to 
test the reality of the business activity 
and prevent tax avoidance in either 
partial corporate liquidations or tax- 
free corporate divisions. Section 382 
(a) contains a related concept “a trade 
or business substantially the same,” * 
and in 1957 the Supreme Court adopted 
the same idea.*’ 

The first question, then, is: “What 
is a business?” The regulations say, 
“The terms ‘active conduct of a trade 
or business’ shall have the same 
meaning in this section as in § 1.355-1 
(c).” That section says: 


for purposes of section 355, 
a trade or business consists of a 
specific existing group of activities 


being carried on for the purpose of 
earning income or profit from only 
such group of activities and the activi- 
ties included in such group must in- 


“ Farmers Union Corporation, CCH Dec. 
24,333(M), 19 TCM 941, TC Memo. 
1960-179. 

* Standard Linen Service, Inc., CCH Dec. 
23,786, 33 TC 1 (1959); Union Starch & 
Refining Company, CCH Dec. 23,467, 31 TC 
1041 (1959). 

“S. Rept. No. 1622, 83d Cong., 2d 
Sess., p. 284 (1954); H. Rept. No, 2543, 
83d Cong., 2d Sess., p. 39 (1954). 

* Libson Shops, Inc. v. Koehler, 57-1 ustc 
4 9691, 353 U. S. 382 (S. Ct.). 

“ Federal Register, December 28, 1960, p. 
13,775 and following. 

” Proposed Regs. 1.382(a)-1(h) (5). 

@ Regs. Sec. 1.355-1(d): Ex, (3)—bank- 
ing and real estate rental, if bank occupies 
only one of 11 floors; Ex. (8)—manufacture 
and sale of ice cream in each of two loca- 
tions; Ex. (10)—downtown and suburban 
retail stores, each run by its own manager 
without common warehouse; Ex. (13)— 
manufacture of containers in each of two 
locations, although entire output sold under 
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clude every operation which forms a 
part of, or a step in, the process of 
earning income or profit from such 
group. Such group of activities ordi- 
narily must include the collection of 
income and the payment of expenses.” 


The regulations go on to exclude 
(1) holding investments, (2) owner- 
ship of land used in the business and 
(3) related but non-income producing 
activities, such as research. 


More recent light on the Service 
thinking appears in the proposed 
regulations under Section 382(a).™ 
These refer to changes in “employees, 
plant, equipment, product, location, 
customers, and otheritems... .”™ 
In preparing a request for ruling, you 
should check, in addition to these 
mentioned items: accounting prac- 
tices, payrolls, management, sales or- 
ganization, labor contracts, offices and 
the nature of the processes or work 
in each business. Be sure to check for 
any common elements, for if you don’t 
turn them up, the revenue agent may. 


The regulations illustrate six dual 
active businesses,®° and rulings cover 
21 more.** In contrast, the regula- 


one contract, if the contract is divided; 
Ex. (14)—same, even though subsidiary 
formerly made all sales; Ex. (15)—manu- 
facture of electrical products in two loca- 
tions, if central sales force divided. 

* Rev. Rul. 54-139, 54-1 CB 105, air con- 
ditioners and electronic equipment for the 
government; Rev. Rul, 54-499, 54-2 CB 150, 
refining and marketing oil in the United 
States and in Canada; Rev. Rul. 55-103, 
lumbering and paper products; Rev. Rul. 
56-117, 56-1 CB 180, hardware in one loca- 
tion, appliances in another; Rev. Rul. 56-266, 
56-1 CB 184, groceries and bakery and 
creamery; Rev. Rul. 56-287, 56-1 CB 186, 
bus service including terminals and bus 
rentals to others; Rev. Rul. 56-344, 1956-2 
CB 195, turkeys here, turkeys and chickens 
there, and chickens somewhere else; Rev. 
Rul. 56-554, 1956-2 CB 198 and Rev. Rul. 
56-557, 1956-2 CB 199, banking and leasing 
of foreclosed land; Rev. Rul. 56-450, 1956-2 
CB 201, commercial printing and typeset- 
ting and electrotyping; Rev. Rul. 56-451, 
1956-2 CB 208, metal trade magazine and 
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tions contain ten nonqualifying ex- 
amples,** and published rulings contain 
five.® 


“Device for Distribution 
of Earnings and Proflts’’ 


Should the Service, and later the 
court, conclude the division was prin- 
cipally a device to distribute profit, 
the division becomes taxable. This 
language in Section 355 * carries over 
from the Revenue Act of 1951. The 
1954 Code and committee reports in- 
dicate that an agreement, either nego- 
tiated or made before the division, to 
sell the stock of either company, 
shows the division was a device. 
The Code does provide, however, “the 
mere fact that subsequent to the dis- 


(Foetnote 61 continued) 
electrical trade magazine; Rev. Rul, 56-555, 
1956-2 CB 210, banking and real estate 35 
per cent occupied and 65 per cent rented; 
Rev. Rul. 56-655, 1956-2 CB 214, furniture 
and appliances; Rev. Rul. 56-373, 1956-2 CB 
217, home state operation and branch in 
another state; Rev. Rul. 57-126, 1957-1 CB 
123, cotton compressing and little fruit 
marketing; Rev. Rul. 57-190, 1957-1 CB 121, 
sale of brand X cars in one location and 
brand Y cars in another, although sale of 
brand X first then brand Y from same 
location is not the same business; Rev. Rul. 
57-311, 1957-2 CB 243, business under sepa- 
rate managers in two cities; Rev. Rul. 57-334, 
1957-2 CB 240, rental real estate in three 
states; Rev. Rul. 58-68, 1958-1 CB 183, auto 
dealing and auto financing; Rev. Rul. 58-164, 
1958-1 CB 184, textile commission and 60-100 
per cent rented loft; Rev. Rul. 59-197, 1959-1 
CB 77, manufacturing and brokerage of own 
and others manufactured products; Rev. 
Rul. 59-400, 1959-2 CB 114, hotel and com- 
mercial buildings. 

® Regs. Sec. 1.355-1(d): Ex. (1)—invest- 
ment securities and soap and detergent 
manufacture and sale; Ex. (2)—factory and 
manufacture and sale of hats there; Ex. 
(4)—banking and two-story building 75 
per cent occupied; Ex. (5)—research on 
and manufacture and sale of wood prod- 
ucts; Ex. (6)—unrented vacant land and 
rented building; Ex, (7)—ranching and un- 
developed oil rights under ranch land; Ex. 
(9)—ice cream plant in one location and 
ice cream plant in new location; Ex. (11)— 
meat sales and meat processing; Ex. (12)— 
steel making and captive coal mine; Ex. 
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tribution stock or securities in one or 
more of such corporations are sold or 
exchanged shall not be con- 
strued to mean that the transaction 
was used principally as such a de- 
vice.” ** The Treasury, however, per- 
sists that such a sale is equally 
“evidence” of a device.® 


Under the 1951 Act there was little 
indication of what would be a “device,” 
and some speculation as to the evil it 
contemplated.® The statutory com- 
ments on sale of one of the companies 
in the 1954 Code confirms Herman 
Wolff’s earlier guess. The Code fol- 
lows the now prevalent drafting plan: 
Proscribe devices and schemes in broad 
statutory language; describe one or 
more in the committee reports; then 


(16)—automobile manufacture and employee 
dining room. 

* Rev. Rul. 56-227, 1956-1 CB 183, gen- 
eral contracting and new foreign construc- 
tion; Rev. Rul. 56-266, 1956-1 CB 184, 
creamery and related real estate; Rev. Rul. 
56-287, 1956-1 CB 186, bus service renting 
buses from subsidiary; Rev. Rul. 56-512, 
19£6-2 CB 173, paper making and mineral 
royalty; Rev. Rul. 57-464, 1957-2 CB 244, 
manufacturing and minor rental properties 
and former factory used as storehouse; Rev. 
Rul, 57-492, 1957-2 CB 247, exploration and 
development of mineral rights and refining, 
transporting and marketing oil; Rev. Rul. 
58-54, bottling soft drinks and three dis- 
tributing subsidiaries. 

* Code Sec. 355(a)(1)(B). 

* 1939 Code Sec. 112(b)(11). 

“H. R. Rept. No. 2543, 83d Cong., 2d 
Sess., p. 37 (1954). 

* Code Sec. 355(a)(1)(B). 

* Regs. Sec. 1.355-2(b). 

” Wolff, “Divisive Reorganizations as af- 
fected by the Revenue Act of 1951,” 31 
Taxes 716, 722 (1953). “This requirement, 
standing alone, is difficult of analysis since 
it necessarily overlaps with the foregoing 
requirement that any corporation a party 
to the reorganization must intend at the 
time of the transaction to continue in the 
active conduct of a trade or business. Evi- 
dently it is intended primarily to discourage 
and invalidate those reorganizations which 
are entered into with the purpose of en- 
abling the stockholders to sell the stock, 
and which are followed by a sale of the 
stock received by the shareholders.” 
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the burden of preventing all evil falls 
on the Service or the courts. It’s 
another example of the administra- 
tive law approach: “We can’t quite 
describe what we want to prohibit, 
but we know it when we see it.” 


In three published rulings the Serv- 
ice has seen it. In Rev. Rul. 55-103,7° 
Paper Corporation owned 80 per cent 
of Lumber Corporation. Losses led 
Paper to decide to liquidate unless 
its shareholders could sell their stock. 
Buyer Corporation had offered to buy 
all Paper’s outstanding common, but 
would not pay value for Lumber. 
Paper’s shareholders had not acted 
upon Buyer’s offer. Here the Service 
said : 


“é 


subsequent to the proposed 
distribution of Y [Lumber] stock by 
X [Paper], the stock of X [Paper] 
may be sold by the present stock- 
holders pursuant to an arrangement 
negotiated immediately prior to the 
distribution. The sale of stock of the 


distributing corporation immediately 
subsequent to a distribution of stock 


of a controlled corporation, when 
negotiations for such a sale are 
already in process, is generally con- 
sidered sufficient evidence that the dis- 
tribution of stock was used principally 
as a device for the distribution of 
earnings and profits of the distributing 
corporation. The purpose of the re- 
quirement that the transaction not be 
used principally as a device for the 
distribution of earnings and profits is 
to limit the application of section 355 
of such Code to those cases in which 
the distribution of stock of the con- 
trolled corporation effects only a re- 
adjustment of continuing interests in 
property under modified corporate 
forms. 


“ 


. . the purpose in distributing 
the Y [Lumber] stock is to facilitate 
the sale of stock of X [Paper] cor- 
poration. No continuing interest in 


* 1955-1 CB 31. 
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X [Paper] on the part of any of the 
present stockholders is contemplated. 
The distribution of the Y [Lumber] 
stock is merely a device to give the 
X [Paper] stockholders certain assets 
for which the prospective purchaser 
of their stock is unwilling to pay. 
Therefore, it is an arrangement for 
distributing the earnings and profits 
of X [Paper] ....” (Italics supplied.) 


Contrast the Service comment in 
Rev. Rul. 55-103 with its comment in 
Rey. Rul. 59-197 ™ holding that a sale 
of 18 per cent of the equity and one 
third of the vote prior to a non-prorata 
distribution was not a device. There, 
husband, wife and son owned a cor- 
poration in a manufacturing business 
and which acted as broker for compet- 
ing products as well. An employee 
vital to the brokerage business wanted 
an interest in it, so he bought part of 
the wife’s stock in the corporation. 
Immediately the corporation put the 
brokerage business in a subsidiary. 
Husband turned in all his stock in the 
parent for preferred and half the com- 
mon in the subsidiary. The employee 
turned in all his newly acquired stock 
in the parent for half the common in 
the subsidiary. This, the Service 
ruled, was not a device. Here is the 
reasoning from the ruling: 


“In the instant case, while there 
was no arrangement or contract to 
sell some of the stock distributed im- 
mediately after the transaction, some 
of the stock of the distributor corpo- 
ration was sold immediately before 
the transaction in order to enable the 
buyer of such stock to participate in 
the transaction. Obviously, such a sale 
has exactly the same effect as a binding 
contract to sell some of the stock after 
the transaction. Therefore, it is neces- 
sary to consider whether or not this 
sale has the effect of making the 
transaction a device to distribute 
earnings and profits. In considering 


™ 1959-1 CB 77. 
TAXES —The Tax Magazine 





this question, it must be borne in mind 
that the sale was made at fair market 
value, for cash, to a person who had 
been a bona fide and important employee 
for many years, and who expected to 
remain an employee. This person did 
not purchase to make a speculative profit 
but solely in order to acquire and retain 
a common stock interest in the business, 
to which he devoted his efforts. Fur- 
thermore, this employee acquired only a 
one-third interest in the vote, an 18 per- 
cent interest in the entire stock equity, 
and a 50 percent interest in the common 
stock equity. The person selling did not 
intend to acquire any interest in the 
corporation split-off. No money came 
out of the old corporation or the 
split-off corporation either directly or 
indirectly. The separation of the two 
businesses was motivated by good 
business reasons and the assets were 
divided in strict accordance with the 
businesses to which they were attrib- 
utable. Each corporation continued one 
of the existing businesses after the 
transaction and both continued to be 
owned by former owners with the sole 
exception of the interest acquired by 
the key employee.” (Italics supplied.) 


Rev. Rul. 58-68" expanded the 
“device” concept to include two new 
suggestions: (1) a shift of the earn- 
ings of either component business, 
and (2) “sold or exchanged” may in- 
clude a tax-free exchange. There the 
husband owned Auto Company. He 
and his wife owned Finance Company, 
and Auto Company in turn owned 
Sub-Finance. Auto Company had been 
profitable and lent Sub-Finance large 
amounts. Its debt to Auto exceeded 
its capital and surplus. To eliminate 
duplication and increase borrowing 
capacity, Auto cancelled the debt of 
Sub-Finance and distributed its stock 


™ 1958-1 CB 183. The inclusion of a tax- 
free exchange or disposition is not at all 
clear. There can be circumstances where 
the required continuity of interest would 
exist. The: Service, so far as I know, has 
not ruled squarely on this point. Cf. Dar- 
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to husband. Finance then merged into 
Sub-Finance in a statutory merger. 


“The Internal Revenue Service con- 
cludes that the transaction was used 
principally as a device for the distri- 
bution of the earnings and profits of 
the parent, because the distribution 
of the stock of the controlled corpora- 
tion was immediately preceded by a 
very large contribution (through debt 
cancellation to the capital of the sub- 
sidiary). Jn addition the distribution 
was immediately succeeded by the effec- 
tive disposition of the stock distributed 
in @ merger negotiated prior to the dis- 
tribution. Moreover, the active 
business requirements of section 355 
(b) of the Code were not met, since 
the transaction was preceded by a 
contribution to Y [Sub-Finance] cor- 
poration resulting in a more than 100 
percent increase in its net worth. 
Thus, more than half of the net assets 
of Y [Sub-Finance] at the time of the 
distribution were not owned by it in 
connection with its active conduct of 
its trade or business during the five 
year period ending on the date of the 
distribution.” (Italics supplied.) 


Such a contribution may be rele- 
vant to finding the distribution a 
device. When the Code specifically 
implies that even a whole new busi- 
ness may have been acquired in a tax- 
free exchange, you may find it hard 
to understand why working. capital 
previously lent to an existing business 
cannot be so acquired. Even so, that 
is the Service’s position. 


The Service states this position 
clearly in its last published Section 
355 ruling, Rev. Rul. 59-400.78 

“The purpose behind the five-year 
limitation of section 355 is to prevent 


rell, “The Use of Reorganization Techniques 
in Corporate Acquisitions.” 70 Harvard 
Law Review 1183, 1216, footnote 108 (May, 
1957). 

* 1959-2 CB 114. 





the corporate earnings of one business 
from being drawn off for such a 
period and put into a new business 
and thereby, through the creation of 
a marketable enterprise, convert what 
would normally have been dividends 
into capital assets that are readily 
saleable by the shareholders. 


“It is the position of the Internal 
Revenue Service that where a corpo- 
ration which is devoted to one [hotel] 
type of business also engages in the 
[commercial building] rental business, 
and substantial acquisitions of new 
rental property are made within the 
five year period preceding the separa- 
tion of these businesses, a ‘spin-off’ 
transaction will not qualify under sec- 
tion 355 unless it can be shown that 
the property acquisitions were sub- 
stantially financed out of the earnings 
of the rental business and not out of 
the earnings of the other business.” 


You may speculate whether the re- 
sult would be the same if the hotel 
business had been a subsidiary that 
had regularly paid its earnings to the 
parent as dividends. 


Where, just before a non-prorata 
distribution of all of the stock in a 
subsidiary, another corporation, 50 
per cent owned by the distributee, 
merged into the distributing parent, 
in Rev. Rul. 57-114 the Service dis- 
regarded the merger (as to the dis- 
tributee). It treated the transaction 
as an exchange of the subsidiary’s 
stock for half the stock in the acquired 
corporation.”* 


The disregard of the statutory mer- 
ger in Rev. Rul. 57-114 contrasts 
sharply with the failure to disregard 


* 1957-1 CB 122. 

* Rev. Rul. 54-499, 1954-2 CB 150; Rev. 
Rul. 56-451, 1956-2 CB 208. 

* Rev. Rul. 56-117, 1956-1 CB 180; Rev. 
Rul. 56-655, 1956-2 CB 214. 

"Rev. Rul. 56-266, 1956-1 CB 184; Rev. 
Rul, 56-344, 1956-2 CB 195; Rev. Rul. 56-554, 
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the employee’s purchase of the parent’s 
stock in Rev. Rul. 59-197. While Rev. 
Rul. 57-114 mentions “bona fide busi- 
ness reasons” for the merger, it does 
not mention any reasons for the sub- 
sequent non-prorata split-off. Rev. 
Rul. 59-197 mentions business reasons 
for the division of the business and 
sale to the employee, but not the rea- 
son he bought stock in the parent and 
not the subsidiary. The ruling shows 
the fine line between sale of part of 
the stock to a stranger and sale to the 
corporation. Can Rev. Rul. 59-197 
then be read as an example of a sale 
of split-off stock negotiated before a 
non-prorata split-off which is not a 
device? If so, then the taxpayer sub- 
mitted to the Service sufficient evi- 
dence of business purposes to overcome 
any inference that the transactions 
were “principally” a device to dis- 
tribute earnings and profits. 


To obtain a favorable ruling on a 
corporate division, it is essential to 
have, and recite in your request, one 
or more business purposes. The pub- 
lished rulings have accepted as ade- 
quate: (1) to make outside financing 
easier ;*> (2) to remove internal dis- 
sention ;° (3) to separate dissimilar 
lines of business;™* (4) to improve 
customer relationships ;* and (5) to 
improve employee relationships.” 
While the Service will not rule on 
the issues of fact, in these cases it has 
ruled transactions qualified under 355 
if the facts are as disclosed. To obtain 
the protection of any ruling, there- 
fore, you must candidly and completely 
disclose the facts. 


More and more subjective elements 
are creeping into the tax law, either 


1956-2 CB 198; Rev. Rul. 56-557, 1956-2 CB 
199; Rev. Rul. 56-555, 1956-2 CB 210; Rev. 
Rul. 58-164, 1958-1 CB 184. 

* Rev. Rul. 56-450, 1956-2 CB 201; Rev. 


Rul. 59-197, 1959-1 CB 77. 


” Rev. Rul. 57-311, 1957-2 CB 243; Rev. 
Rul, 59-197, 1959-1 CB 77. 
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in specific sections of the Code,* or in 
judicial decisions which conclude the 
statute does not mean what its lan- 
guage says.*! More and more, there- 
fore, you cannot advise without a 
“ruling”—if you can get it. 


Limitations on Obtaining Rulings 


Before advising a client that you 
will request a ruling, you should know 
the areas in which the Service will not 
rule. The general procedure appears 
in Rev. Rul. 54-172.5* That ruling 
reiterates the general Service policy 
that “. rulings or determination 
letters ordinarily will not be issued in 
connection with income tax 
matters where the determination re- 
quested is primarily one of fact... .”’** 
Rev. Proc. 60-6 ** lists in more detail 
the areas where the Service will not 
rule. Those areas, as subsequently 
amended, related to divisions and 
liquidations, are as follows: 


“Sec. 3. Areas in Which Rulings 
Will Not Be Issued. 


. + 


“8. Section 302.—Redemption of 
stock.— 


“(b) Whether a distributee ceases 
to have an interest in the corporation, 
within the meaning of section 302(c) 
(2)(A) (i), after the redemption of his 
stock, where business properties are 
distributed in kind and the distributee 
forms a joint venture with the dis- 
tributing corporation to operate both 


"The Revenue Act of 1913 contained the 
forerunners of Section 533 of the 1954 In- 
ternal Revenue Code (improper accumula- 
tion of surplus). The Revenue Act of 1921 
added what is today Section 302 (redemp- 
tions of stock not equivalent to a dividend) 
and Section 482 (allocation of income and 
deductions among taxpayers). The Reve- 
nue Act of 1932 added Section 1491 (tax 
on transfers to avoid income tax). The 
Revenue Act of 1943 added Section 269 
(acquisitions made to evade or avoid in- 
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the properties distributed to him and 
the properties retained by the corpo- 
ration. 


“9. Sections 311 and 336.—Taxa- 
bility of corporation on distribution ; 
general rule.— 


“Upon the distribution of property 
in kind by a corporation to its share- 
holders, in complete liquidation under 
section 331 (where under the facts a 
sale of the property by the corpora- 
tion would not qualify under section 
337), in partial liquidation under sec- 
tion 346, or in redemption of stock 
under section 302(a), followed by a 
sale of the property, whether the sale 
can be deemed to have been made by 
the corporation under the doctrine of 
Commissioner v. Court Holding Com- 
pany, 324 U. S. 331, Ct. D. 1636, 
C. B. 1945, 58. 


“11. Section 331.—Gain or loss to 
shareholders in corporate liquidations.— 


“The tax effect of the liquidation of 
a corporation, preceded or followed 
by the reincorporation of all or a part 
of the business and assets, where the 
shareholders of the liquidating cor- 
poration own more than a nominal 
amount of the stock of the new trans- 
feree corporation; or where a liquida- 
tion is followed by the sale of the 
corporate assets by the shareholders 
to another corporation in which such 
shareholders own more than a nominal 
amount of the stock.* 


come tax). The Revenue Act of 1951 
added Section 1051 (disallowance of sur- 
tax exemption and accumulated earnings 
credit). 

™ Commissioner v. Morgan, et al., 61-1 ustc 
7 9317, 288 F. 2d 676 (CA-3) rev’g CCH 
Dec. 23,789, 33 TC 30 (1959). 

* 1954-1 CB 394. 

* 1954-1 CB 394, 398. 

* 1960-1 CB 880. 

* As amended by T. I. R. 310, March 3, 
1961. 
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“12. Section 337.—Gain or loss: 
certain liquidations.— 

“The application of this section to 
gains realized by a corporation upon 
the sale of property, in connection 
with its liquidation, to another cor- 
poration, where more than a nominal 
amount of the stock of both the selling 
corporation and the purchasing cor- 
poration are owned by the same 
persons.*® 


“14. Section 346.—Partial liquida- 
tions.— 

“The amount of working capital 
attributable to the business or portion 
of the business terminated which may 
be distributed in partial liquidation.*’ 


“Sec. 4. Areas in Which Rulings 
Will Not Ordinarily Be Issued. 


“2. Section 302.—Redemption of 
stock.— 

“The tax effect of the redemption 
of stock for notes, or the liquidation 


of a corporation by a series of dis- 
tributions, where the distributions in 
liquidation or the payments on the 
notes are to be made over an exces- 
sively long future period.” 


Conclusion 


Whether your client wants to divide, 
or contract, or liquidate his corpora- 
tion, you should consider with him 
all three courses. The tax conse- 
quences differ; the basic economic 
results may not—or at least by more 
than the taxes. Whichever course 
you explore, you cannot rely merely 
on meeting the many statutory limita- 
tions. Each course lies across shoals 
of uncertain depth—some more, some 
less, explored—but all not charted 
precisely. In each case, if you submit 
your predicted log, unless the Service 
itself has not settled upon its esti- 
mate of the true depth, you will find 
the Service most helpful with aids to 
navigation. With these in hand, in 
almost all cases, you may assure your 
client of a safe journey. [The End] 


Analysis of Proposed 
“Tax Haven” Legislation 


By EMORY S. NAYLOR, JR., 
and CHARLES N. HUBER 
McDermott, Will & Emery; Chicago 


URING THE PAST 12 months 
we have seen the government 
make a three-pronged attack on the 
taxation of foreign operations. First, 
the Internal Revenue Service has 
raised the source of income question 


* See footnote 85. 
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in the Western Hemisphere Trade 
Corporation cases. It has also at- 
tempted to apply Section 482 to re- 
allocate income and expenses between 
domestic and foreign entities. On the 
whole, the taxpayers have proved 


* But see Rev. Rul. 60-232, 1960-2 CB 115. 
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victorious in the source of income 
cases,’ with most of the allocation 


*In Barber-Greene Americas, Inc., et al. v. 
Commissioner, CCH Dec. 24,475, 35 TC 365 
(November 30, 1960) the Tax Court re- 
affirmed traditional source of income con- 
cepts by holding that source of income 
depends on the place of sale, that the place 
of sale is determined by reference to the 
place of title passage, and that in deter- 
mining title passage the intent of the parties 
is controlling (in the absence of a sham 
transaction) and rejected each of the fol- 
lowing contentions of the Commissioner: 
(1) title actually passed in the United States 
because of various presumptions regarding 
the shipping and financing arrangements 
(the court said that these presumptions have 
no effect where the actual intentions of the 
parties are expressly stated); (2) title actu- 
ally passed in the United States and the 
retention of title by the sellers was a mere 
security device (the court held this con- 
tention was not valid since the sellers had 
made other security arrangements); (3) the 
title passage test is not determinative where 
the seller’s primary purpose in retaining title 
is tax avoidance (the court said that tax- 
payers have the right to arrange their 
affairs so as to reduce their taxes provided 
their arrangements have real substance, 
which the court found to be the case); and 
(4) since the sellers had no properties or 
employees in foreign countries they could 
not be considered as “deriving income from 
the active conduct of trade or business in 
foreign countries” (the court noted that the 
derivation of income is not dependent upon 
the location of property and employees). 
The government also raised substantially 
identical arguments in four other Western 
Hemisphere Trade Corporation cases de- 
cided since Barber-Greene, and in each case 
the taxpayer has prevailed. A. P. Green 
Export Company v. U. S., 1961-1 ustc 
q 9103, 284 F. 2d 383 (Ct. Cls.); Pan Ameri- 
can Eutectic Welding Alloys Company, Inc. 
v. Commissioner, CCH Dec. 24,834, 36 TC 
—, No. 30 (May 17, 1961); International 
Canadian Corp., et al. v. Frank, 1961-1 ustc 
7 9405, — F. Supp. — (D. C., Wash.). In 
this last case the government also attacked 
the separate corporate existence of the 
WHTC corporation on the grounds it had 
no business purpose (other than to qualify 
for WHTC treatment) and attempted a re- 
allocation of income between the taxpayer 
and its parent. The taxpayer also prevailed 
on these two issues. Another recent WHTC 
case is Electrical Export Corporation v. U. S., 
1961-2 ustc J 9498, 290 F. 2d 923 (Ct. Cls.) 
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controversies still pending at the ad- 
ministrative level. The third prong 


in which the Court of Claims held that 
interest received with respect to sales in 
Latin America had its source outside the 
United’ States even though the financing 
arrangements were conducted through a 
domestic bank. While the Commissioner 
has not officially announced his agreement 
with the holdings in the above cases, it is 
interesting to note that the government’s 
appeal to the Seventh Circuit in the Barber- 
Greene case has been dismissed, certiorari 
has not been authorized in the A. P. Green 
or Electrical Export cases, and the govern- 
ment has announced it will not appeal Pan 
American or International. Also see Topps 
of Canada, Ltd. v. Commissioner, CCH Dec. 
24,850, 36 TC —, No. 35 (May 23, 1961) 
where the Commissioner relied on the 
Barber-Greene and A. P. Green cases to help 
establish his position. Rev. Rul. 60-278, 
1960-2 CB 214, amplified by T. I. R. No. 335, 
617 CCH { 6530 (Sept. 18, 1961), deals with 
the source of income of insurance proceeds 
received as a result of the loss of goods in 
transit. While the purpose of the ruling is to 
state that the domicile of the insurer is 
“wholly immaterial” to the determination of 
the source of income, it reaffirms that por- 
tion of a 1948 ruling which provided: 

“For the purpose of taxation of personal 
property, it is well established that the situs 
of goods in transit ‘remains at their original 
situs until such time as they have acquired 
a permanent situs elsewhere. (See Cooley, 
The Law of Taxation, fourth edition, volume 
2, sections 452, 453 and 454 [1924]; General 
Oil Co. v. Crain, 209 U. S. 211; Kelley v. 
Rhoads, 188 U. S. 1) It is believed that 
this rule offers a useful guide for the deter- 
mination of problems arising under Federal 
income tax laws.” I. T. 3902. 

It should be noted that for purposes of 
personal property taxes goods in transit 
(which are treated the same as intangibles) 
take their situs from the domicile of their 
owner and not from their point of origin. 
Section 452 of Cooley’s treatise cited by 
the government states: 

“If tangible personal property belonging 
to one domiciled in one state is in another 
state merely in transitu or for a short time, 
it is taxable in the former state ... .” 

See also “Situs As Between Different 
States or Countries of Tangible Chattels for 
Purposes of Property Taxation,” Annota- 
tion, 110 ALR 707 (1937). The two Su- 
preme Court cases cited by the government 
do not relate to the question of situs but 

(Continued on following page) 
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to the government’s attack involves 
the legislation proposed by the Presi- 
dent in his Tax Message of April 20, 
1961, and explained to the House 
Ways and Means Committee on May 
3 and 4 by the Secretary of the Treas- 
ury, Douglas Dillon. While the full 
proposal involves many different pro- 
visions, perhaps the most controversial ? 
aspect is the proposal to tax United 
States shareholders on the undistrib- 
uted profits of foreign corporations, or 
the so-called “tax haven” provision. 
Although this discussion will be limited 
to this feature of the proposed legisla- 
tion, it should be noted that there are 
cher provisions in the proposal which 
affect foreign operations, such as the 
gross-up proposal and the proposal to 
restrict (and in some cases deny) the 
exemption now granted to United 
States residents on earned income 
from sources outside the United States. 


We often hear lawyers and account- 
ants say that they have enough trouble 
keeping abreast with what the current 


tax law is, without bothering with 
proposed tax legislation. With the 
growing complexity of our tax laws 
and the vast number of revenue bills 
that are introduced each session, it is 
little wonder that some are forced 
into this position. However, I strongly 
suggest that the so-called “tax haven” 
proposal is one on which we cannot 
afford to sit back with a wait-and-see 
attitude. This proposal, if enacted, 
would have vast and far-reaching ef- 
fects on our entire taxing concepts, 
and may severely impair the ability 
of American business to compete suc- 
cessfully in foreign markets. Further- 
more, it could have serious consequences 





(Footnote 1 continued) 

rather involve an independent constitutional 
issue, as indicated by the above ALR 
Annotation. 

* However, see the recent case of Jesse E. 
Hall, Sr. v. Commissioner, 61-2 ustc § 9582 
(CA-5) in which the Commissioner success- 
fully applied Section 45 of the 1939 Code. 
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on our balance of payments, domestic 
economy and foreign relations. 


So far, there have been two “tax 
haven” proposals advanced. To under- 
stand the significance and present 
status of these two proposals, a brief 
summary of the legislative history is 
necessary. 


The President’s original proposal 
regarding tax haven legislation and 
the “Detailed Explanation”submitted 
to the committee * by the Treasury 
provided, in brief, that every United 
States shareholder (regardless of how 
small his interest) of a “controlled 
foreign corporation” located in an 
industrialized or developed country 
would be subject to United States 
income tax on his proportionate share 
of the total undistributed income of 
such corporation just as though it had 
been declared as a dividend. Under 
this proposal, a “controlled foreign 
corporation” would be any foreign 
corporation, more than 50 per cent of 
which is owned by ten or less United 
States shareholders. In the case of a 
foreign corporation organized after 
the enactment of the legislation, every 
United States person owning a 10 per 
cent interest in such new foreign 
corporation would be required to pay 
United States tax upon his propor- 
tionate share of the total undistributed 
income of such new foreign corpora- 
tion irrespective of the 50 per cent 
rule. In the case of a foreign corpora- 
tion organized in an underdeveloped 
country (to be designated by the 
President; this list would be subject 
to additions or deletions from time to 
time), the United States shareholders 
would be required to include their 





* The President’s “Tax Message” of April 
20, 1961, and the “Treasury’s Detailed Ex- 
planation” of the President’s recommenda- 
tions are contained at pages 3 and 253, 
respectively, in the printed record of the 
Hearings Before the House Committee on 
Ways and Means on the President's 1961 Tax 
Recommendation, 87th Cong., Ist Sess. (here- 
after cited “Hearings”). 
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proportionate share of such corpora- 
tion’s undistributed income only if 
such corporation derived more than 
20 per cent of its income from sources 
outside its state of incorporation.* 


On June 5 through June 9 of this 
year United States businessmen and 
others flocked to Washington to pre- 
sent testimony to the committee on 
the foreign tax aspects of the pro- 
posed legislation. Those who testified 
were overwhelmingly opposed to the 
plan proposed by the President. For 
the most part these objections at- 
tacked the fundamental economic and 
political considerations upon which 
the proposal was based, and as such 
they went to the very heart of the 
administration’s tax haven proposals. 

At the conclusion of the hearings 
before the committee, the Treasury 
made available to the committee a 
tentative discussion draft of a new tax 
haven proposal ° which “was prepared 
by the Treasury Department to reflect 
some suggestions of committee mem- 


bers and in light of testimony pre- 
sented to the committee during the 
hearings on the Treasury’s earlier pro- 


posal.” * The committee noted that 
the Treasury’s discussion draft “should 
be studied during the intervening 
months and taken up next year.”? 

In this connection it is interesting 
to note that Representatives Boggs ® 
and Byrnes® both, in substance, in- 


quired of the Secretary why it was 
necessary to use a shotgun approach 
to get at a few offensive companies. 
The Secretary’s reply was that the 
Treasury’s proposal “would be far 
simpler from the administrative point 
of view.” *° While the Treasury’s new 
proposal is somewhat narrower in 
scope, it is still basically a shotgun 
approach. In brief, the new proposal 
would require United States persons 
to pay United States income tax on 
their direct or indirect share of all tax 
haven income earned by controlled 
foreign corporations. The new pro- 
posal is different from the old proposal 
in the following major respects: (1) 
only the undistributed tax haven in- 
come would be required to be reported 
by the United States shareholder; (2) 
more than 50 per cent of a foreign 
corporation must be owned by five 
or less United States shareholders 
(rather than ten) in order for it to 
qualify as a controlled foreign corpo- 
ration; (3) a United States share- 
holder must own, directly or indirectly, 
10 per cent of the foreign corporation’s 
stock in order to be required to pay 
United States income tax on any por- 
tion of the undistributed profits of the 
foreign corporation; (4) no distinc- 
tion is made between foreign corpo- 
rations created before or after the 
enactment of the proposal; and (5) 
no distinction is made between cor- 





‘Hearings, pp. 260-265. 

®The Treasury’s discussion draft (here- 
after cited “Treasury Draft”) was released 
to the public on July 28, 1961. Treasury 
Department Release, July 28, 1961 (617 CCH 
{ 6479). 

*General Explanation of Committee Dis- 
cussion Draft of Revenue Bill of 1961 Pre- 
pared for the House Committee on Ways and 
Means By the Joint Committee on Internal 
Revenue Taxation, 87th Cong., Ist Sess., 
Appendix A. The discussion draft of the 
tax haven proposal referred to in the text 
was prepared by the Treasury Department 
and is not included in the discussion draft 
of the proposed Revenue Bill of 1961 which 
was prepared by the Joint Committee, al- 
though reference is made to the Treasury 
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Draft in Appendix A to the above “General 
Explanation.” 

"House Ways and Means Committee Re- 
lease, July 20, 1961 (617 CCH { 6469). On 
September 12, 1961, Senator Gore of Tennessee 
introduced his version of the Treasury’s 
original proposal as S. Bill No. 2539, with 
the intention of offering it as an amend- 
ment to H. R. 8847 (the du Pont Bill). 
Senator Gore’s Bill was referred to the 
Senate Finance Committee and no further 
action was taken on it. 

* Representative Hale Boggs, Louisiana, 
Hearings, p. 322. 

* Representative John W. Byrnes, Wis- 
consin, Hearings, p. 345, 

*® Hearings, p. 322. 





porations created in developed and 
underdeveloped countries. 


At the time this Treasury draft was 
released to the public it was generally 
believed that the earlier proposal had 
been abandoned. However, there is 
recent speculation that the Treasury 
may again reverse itself and revert to 
its original proposal when the matter 
is again considered by the House 
Ways and Means Committee." Since 
it is not clear at present which of 
these two proposals the Treasury De- 
partment will urge, it is necessary to 
keep both clearly in mind, as well as 
the policy considerations involved. 


Analysis of Treasury's Arguments 
in Favor of Proposed Legislation 


The indicated purposes of the pro- 
posed legislation, together with the 
arguments given by taxpayers in op- 
position are as follows: 


Balance of payments. — Secretary 
Dillon in his testimony indicated that 





™ See, for example, Business International, 
Weekly Report to Management on Business 
Abroad, September 29, 1961. 

® Hearings, p. 329. 

* The Secretary relied on figures indicat- 
ing that for the four-year period 1957-1960 
the United States capital invested in for- 
eign subsidiaries in Western Europe and 
Canada exceeded the dividends received 
from such subsidiaries by $421 million and 
$234 million, respectively. Hearings, pp. 75, 
77, Critics pointed out that the Treasury’s 
figures were not a meaningful measure of 
the total effect of our foreign investments 
on our balance of payments for the following 
reasons: 

(a) The Treasury’s figures were too limited 
in scope. For the period 1950-1960 there 
was a net inflow from United States invest- 
ments abroad on a world-wide basis of $7.6 
billion and even for the four-year period 
used by the Treasury there was a net inflow 
on a world-wide basis of $2.2 billion. The 
critics also noted that if just one year is 
omitted in Treasury’s Western Europe ex- 
ample the result is a new inflow of $49 
million. In a statement presented to the 
committee after the hearings were con- 
cluded, the Treasury took the position that 
it is “irrelevant” to consider world-wide data 
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United States capital investments in 
foreign countries (at least in the de- 
veloped countries) were hurting the 
balance of payments and that the 
original government proposal would 
increase the balance of payments in 
favor of the United States as follows :7” 

Estimated 


amount 
(millions) 


Increased tax receipts from 
elimination of deferral .... $140 

Increased remittances apart 
from larger tax payments. . 

Decrease in new capital out- 


150 


There was considerable discussion 
during the hearings as to the present 
effect of our foreign investments on 
our balance of payments ** and on the 
question of whether the proposed 
legislation would help our balance of 
payment problem (as indicated by the 
Treasury in the above figures) or 


since the proposed legislation (that is, the 
original proposal) makes a distinction be- 
tween developed and underdeveloped coun- 
tries. Hearings, p. 3,522. Since the Treasury’s 
draft bill makes no such distinction, it would 
seem that in considering that bill the Treasury 
would have to concede that the world-wide 
data would be relevant. 

(b) Critics also pointed out that the re- 
lationship between capital investment and 
dividends remitted is not a meaningful 
measure of the total contribution to our 
balance of payments made by our foreign 
investments since it ignores such things as 
exports and imports attributable to our 
foreign subsidiaries, as well as royalty, 
licensing and management fees remitted to 
the United States. With respect to these 
considerations, the Secretary said: 

“I think all these things overall about 
neutralize each other so we come down to 
just the straight question of capital flow.” 
Hearings, p. 329. 

Since national data on this information 
was not available at the time of the hearings, 
many witnesses attempted to show that, 
based upon their own experiences, exports 
attributable to their foreign operations greatly 
exceeded imports from these same opera- 
tions. For example, see Hearings, p. 3,185. 
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whether it would further aggravate 
our balance of payment problem.** 
Based upon the materials submitted 
to the committee it would seem that 
there is a strong possibility that the 
proposed legislation, if enacted, would 
impair an already favorable balance of 
trade position with respect to our 
foreign investments.”® 


Tax avoidance.—The Treasury De- 
partment also indicated that one of 
the principal purposes of the proposed 
legislation was the curtailment of tax 
avoidance schemes. While there is no 
question that some companies have 
been established for tax avoidance 
purposes, it would seem entirely pos- 
sible to cover these situations under 
existing law.*® It should not be neces- 


“In addition to questioning the figures 
used and the assumptions made by the 
Treasury in arriving at its estimate of a 
$390 million increment to our balance of 
payments, several critics pointed out that 
even the Treasury admitted that the antici- 
pated benefits would be only temporary and 
that “over a long span of years” our balance 
of payments would be better off under 
present law than under the proposal. Hear- 
ings, p. 31. The Treasury used a theoretical 
example to show that this “long span of 
years” would be 17 years. Hearings, p. 32. 
One witness presented figures based on the 
same assumptions used in the Treasury’s 
17-year example to show that at the end of 
30 years dividend remittances under present 
law would be approximately 40 per cent 
more than they would be under the Treas- 
ury’s proposal. Hearings, p. 3,323. Another 
witness noted: 

ve direct foreign investment strengthens 
the balance of payments and will do so in- 
creasingly in years to come if allowed to 
evolve normally. The present legislation 
proposes, for the sake of an uncertain but 
at best temporary gain, to interrupt this 
evolution, and to sacrifice long-term bene- 
fits. It would place the United States in the 
position of a family that stops putting money 
in the bank in order for a time to enjoy a 
higher standard of living.” Hearings, p. 2,978. 

* At the conclusion of the hearings Mr. 
Gudeman, Undersecretary of Commerce, 
presented to the committee the results of a 
special survey conducted by the Department 
of Commerce at the request of the com- 
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sary to throw out the whole barrel 
just to dispose of a few bad apples. 


Inequality.—The President and the 
Secretary of the Treasury both indi- 
cated that the proposed legislation 
was necessary to put foreign corpora- 
tions on an equal footing with domestic 
companies. This argument misses 
the principal point that foreign sub- 
sidiaries established by United States 
companies are competing primarily 
against other foreign corporations 
rather than against United States 
companies and in order to establish 
equality, it is necessary that they not 
be put under greater burdens than 
their competitors. Furthermore, for- 


eign subsidiary companies are fre- 
quently subjected to other forms of 


mittee. Hearings, pp. 427-431. This special 
survey which is based upon the experience 
of 155 United States manufacturing com- 
panies “whose foreign investment, in the 
aggregate, accounts for at least 80 per 
cent of all United States manufacturing 
investments abroad,” indicates that for the 
year 1960 total exports to, or developed by, 
foreign subsidiary companies amounted to $18.8 
billion, whereas total imports from these same 
foreign subsidiary companies amounted to $.5 
billion, or a net inflow of $18.3 billion. Com- 
parable figures for 1959 show a net inflow of 
$15.2 billion. In summarizing the results 
of this special study, Mr. Gudeman noted: 

“In summary, the results of this survey 
show that a considerable share of VU. S. 
exports is channeled through, or developed 
by, the foreign subsidiaries of U. S. manu- 
facturing firms; the foreign sub- 
sidiaries supply a rather small share of total 
U. S. imports of manufactured goods; ....” 
Hearings, p. 429. 

Based upon the results of this special 
survey by the Commerce Department, it 
seems clear that our foreign investments 
presently make a substantial contribution to 
our balance of payments problem and are 
significant in offsetting the balance of pay- 
ment deficit resulting from other sources. 
This new information, which was not avail- 
able to the Treasury or to the witnesses 
before the Committee Hearings, would seem 
to cast a completely different light on this 
question, 


“For example, Code Sec. 482. 





taxes which are imposed instead of 
income taxes and it is not reasonable 
to insist that they be subject to all of 
the detriments of each tax system. 
The Secretary of the Treasury also 
pointed out that the effect of the 
proposal was merely to tax foreign sub- 
sidiaries in the same fashion as for- 
eign branches. While this concept 
seems irrelevant since comparatively 
few United States operating companies 
have seen fit to establish branches in 
foreign countries other than Canada," 
it should be noted that the taxation 
of foreign subsidiaries under the 
Treasury proposal would not be com- 
parable to the taxation of foreign 
branches. For instance, foreign sub- 
sidiaries would not be permitted to 
offset the income of one year by the 
losses of another year or by the losses 
of another subsidiary,* nor would 
they be allowed to take currency de- 
valuation losses. 


Revenue.—The President has indi- 
cated that the anticipated loss in tax 
revenue resulting from the proposed 
investment credit provision must be 
balanced by additional tax revenue 
from other sources. However, it 
would not seem that this is an im- 
portant consideration with respect to 
the tax haven proposal since the 
Treasury stated: 

“The Treasury’s proposal to end 
deferral is not primarily designed to 
raise revenue.” 

It was estimated by the Treasury 
that the additional tax revenue to be 
generated by the original tax haven 
proposal would be $140 million per 
year *° and this would undoubtedly 
be substantially reduced under the al- 


* Of course, many corporations (primarily 


oil companies) which operate abroad al- 
most exclusively are incorporated in the 
United States. 

*In addition, a foreign subsidiary would 
not be entitled to the benefits of all the 
elections granted by the Internal Revenue 
Code. One witness presented a partial list 
of 28 such elections. Hearings, p. 2,875. 
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ternative subsequently advanced by 
the Treasury. The anticipated loss 
in tax revenue resulting from the pro- 
posed investment credit provision has 
been estimated to be $1,100 to $1,200 


million.** 


What Is a Controlled Foreign 
Corporation? 


According to the Treasury draft, a 
“controlled foreign corporation” ** is 
a corporation (other than a foreign 
personal holding company *) in which 
five or less “United States persons” 
own, directly or indirectly, on any day 
during the year more than 50 per cent 
of either (i) the total combined voting 
power; or (ii) the total value of all 
shares. A “United States person” ™ 
is further defined to include individual 
citizens or residents of the United 
States, as well as domestic corpora- 
tions, partnerships and certain trusts 
and estates. 


If a foreign corporation is a con- 
trolled foreign corporation on any 
day during its fiscal year, every United 
States person who has a direct or 
indirect interest of 10 per cent or 
more in such corporation on the last 
day in such fiscal year is required to 
include in his gross income as a 
dividend “. . . that portion of the cor- 
poration’s undistributed tax haven 
profits for such period which is equal 
to the amount that would have been 
distributed with respect to such direct 
or indirect interest if on such last day 
there had been distributed pro rata 
to its shareholders by the corporation 
an amount which bears the same 
ratio to such undistributed tax haven 
profits as the part of such period dur- 


* Hearings, p. 3,532, 

* Hearings, p. 329. 

™ House Ways and Means Committee Re- 
lease, July 20, 1961 (617 CCH { 6469). 

"Treasury Draft, Sec. 952. 

* As defined in Code Sec. 552. 

“Treasury Draft, Sec. 954(a). 
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ing which the corporation is a con- 
trolled foreign corporation bears to 
the entire period.” ** 


One of the confusing and trouble- 
some aspects of the new proposal is 
the use of “direct and indirect” stock 
ownership for three different pur- 
poses and with two different inter- 
pretations. The determination of 
direct and indirect stock ownership 
is crucial for the following purposes: 


(1) Determination of whether a 
given foreign corporation is a con- 
trolled foreign corporation, that is, 
whether more than 50 per cent of its 
stock is owned, directly or indirectly, 
by five or less United States persons 
(the 50 per cent test) ; 


(2) Determination of whether any 
given United States shareholder of a 
controlled foreign corporation will be 
taxed on a portion of such corpora- 
tion’s undistributed earnings, that is, 
does such United States shareholder 
own directly or indirectly 10 per cent 


or more of such corporation (the 10 
per cent test) ; and 


(3) Determination of what portion 
of the undistributed tax haven profits 
of a controlled foreign corporation 
will be taxed to any given United 
States person, that is, what amount 
would have been distributed with 
respect to the shareholder’s direct or 
indirect stock interest if such corpo- 
ration had distributed its tax haven 
earnings. 


* Treasury Draft, Sec. 953(a)(l). 

*For instance, attribution through chil- 
dren, grandchildren and parents (as in Sec- 
tion 318) is expanded to include “brothers 
and sisters (whether by the whole or half 
blood), ancestors and lineal descendants.” 
Treasury Draft, Sec. 959(a)(l). Every 
shareholder of a corporation (not only a 
50 per cent shareholder as in Section 318) 
is deemed to own a proportionate share of 
the stock owned by the corporation. Treas- 
ury Draft, Sec. 959(a)(3)(A). In the case 
of a 5 per cent shareholder (not 50 per cent 
as in Section 318) the corporation is deemed 
to own all the stock owned by such share- 
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For purposes of the first two tests, 
the draft bill provides that the attri- 
bution rules of Section 318 will be 
applicable with certain significant 
modifications.” However, for pur- 
poses of the third test, the modified 
attribution rules of Section 318 are 
not used. Instead the draft bill pro- 
vides that for purposes of the third 
test, a direct interest means stock 
owned directly by a United States 
person and an indirect interest con- 
sists of stock owned “through one or 
more foreign corporations, foreign 
partnerships” and certain trusts and 
estates each of which “shall be con- 
sidered as being owned proportion- 
ately by its shareholders, partners, 
or beneficiaries.” ?" 


A few simple examples may be help- 
ful in illustrating the mechanics of the 
above provisions. 


Example 1. If five United States 
shareholders each own 10 per cent and 
a sixth owns 5 per cent of a foreign 
corporation, the corporation would 
not be a controlled foreign corpora- 
tion since no five United States per- 
sons own more than 50 per cent. 
However, if any of these six share- 
holders were related (for example, 
brothers), the corporation would be a 
controlled foreign corporation. If this 
were the case, the first five shareholders 
would be taxed on 10 per cent of the cor- 
poration’s “undistributed tax haven 
profits.” Shareholders owning less than 
10 per cent would not normally be taxed 


holder. Treasury Draft, Sec. 959(a)(3)(B). 
And in attributing the stock owned by a 
partnership, trust, estate or corporation to 
its partners, beneficiaries or shareholders, 
if such partnership, trust, estate or corpo- 
ration owns more than 50 per cent of a 
corporation, it shall be deemed to own all 
of the outstanding stock of such corpo- 
ration. Treasury Draft, Sec. 959(a)(2). For 
instance, if A owns 10 per cent of B which 
owns 60 per cent of C, A is deemed to own 
10 per cent of C (10 per cent x 100 per cent) 
instead of 6 per cent (10 per cent x 60 per 
cent). 
* Treasury Draft, Sec. 953(a)(2). 
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at all; however, if the sixth share- 
holder is related to one of the other 
shareholders, he would be taxed on 
5 per cent of such profits (even though 
for purposes of the 50 per cent and 10 
per cent tests he is considered to own 
the stock of his brother and therefore 
have 15 per cent). 


Example 2. A United States indi- 
vidual A owns 100 per cent of domestic 
corporation B which in turn owns 
70 per cent of foreign corporation X 
which in turn owns 60 per cent of 
foreign corporation Y. X is a con- 
trolled corporation since B owns di- 
rectly 70 percent of its stock. It 
would seem that Y should not be a 
controlled corporation since B owns 
only 42 per cent of it (70 per cent 
of 60 per cent). However, by reason 
of one of the special attribution rules,”* 
since X owns more than 50 per cent 
of Y, it is deemed to own 100 per cent. 
Thus B is deemed to indirectly own 
70 per cent of Y (70 per cent of 100 
per cent) and Y is also a controlled 
foreign corporation. B will be taxed 
on 70 per cent of X’s undistributed 
tax haven profits, but only on 42 per 
cent of Y’s (the above attribution rule 
not applying for this purpose). While 
A, the individual shareholder of B, 
is also deemed to own 70 per cent of 
both X and Y, he will not be taxed 
on any portion of their undistributed 
earnings since he has neither a direct 
interest nor an indirect interest through 
a foreign corporation in either X or Y. 


Example 3. A foreign corporation 
X is owned by a United States cor- 
poration A and a foreign corporation 
Y, each owning precisely 50 per cent. 
This is a very common arrangement 
in foreign operations and is specifi- 
cally designed so that neither A nor 
Y will have absolute control over the 
operations of X. Yet in each of the 

* See footnote 26. 


* See footnote 26 for the attribution rules 
applicable to the enumerated situations. 
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following situations X will be deemed 
to be a controlled foreign corporation :*° 


(a) A United States person (per- 
haps a competitor of A) acquires one 
share in Y (or merely an option to 
acquire one share). 

(b) A United States person ac- 
quires one share in a foreign mutual 
fund which owns one share in Y. 

(c) A foreign shareholder in Y (or 
in said foreign mutual fund) has a 
brother, sister, ancestor, or lineal 
descendant who is a United States 
person. 

(d) A foreign shareholder in Y 
also owns (or has a foreign “relative” 
who owns) a 5 per cent interest in 
another United States corporation. 


The above are obviously only a few 
of the unlimited possibilities by which 
X could become a controlled foreign 
corporation. It would seem that un- 
less Y is very closely held, it would 
be unlikely that X would not be a 
controlled foreign corporation. 


In all of the above examples it has 
been assumed that all the necessary 
facts are readily available. As a prac- 
tical matter, the facts will not be 
available. A United States corpora- 
tion may or may not have difficulty 
in determining the other shareholders 
of a foreign company in which it has 
a substantial interest since stock may 
be in bearer form, held in a nominee’s 
name, etc. It seems almost certain 
that it will not under normal circum- 
stances be able to obtain details con- 
cerning the stock ownership of other 
foreign corporate investors or of all 
possible relationships and stock hold- 
ings of the various individuals con- 
cerned. In many situations it would 
be virtually impossible for a United 
States shareholder to determine whether 
a given foreign corporation is a con- 
trolled foreign corporation.*® Similar 


” The following example illustrates sev- 
eral of the problems that would confront a 
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administrative difficulties would un- 
doubtedly be faced by the Internal 
Revenue Service. 


If the Treasury should fall back to 
its original proposal, there would be 
several significant changes in the 
above concepts. In the case of a con- 


(Footnote 30 continued) 

United States shareholder attempting to 
comply with the proposed bill. A United 
States person A, either a corporation or an 
individual, owns 10 per cent of foreign cor- 
poration X. Prior to filing its United States 
tax return, A attempts in good faith to de- 
termine whether X is a controlled foreign 
corporation (that is, were there at any time 
during the tax year no more than four other 
United States persons owning directly or 
indirectly over 40 per cent of X). How 
would A establish this fact? It would be 
of no avail to obtain a current list of stock- 
holders in X since A must determine 
whether the crucial relationship existed on 
any day during the year. With this in mind, 
A requests a record of all stock transfers 
during the entire year together with the 
addresses of all holders of record. The 
first problem would b«: Does A have a legal 
right under the laws of the country of in- 
corporation of X to demand such a list. 
Assuming there is such a legal right what 
does A do if the company chooses to ignore 
such legal right? Assume for the sake of 
argument, that A is successful in obtaining 
the requested information in time to pre- 
pare his return. After having the informa- 
tion translated into English and going through 
each transfer to reconstruct the stock own- 
ership on every day of the year, A discovers 
that on no day was more than 50 per cent 
of the stock owned by persons with United 
States addresses. Has A now established 
that X is not a controlled foreign corpora- 
tion? The first question that presents itself 
is can A rely on the information submitted 
to him as being accurate? Is stock owner- 
ship to be determined by the corporation’s 
list of “record” owners (assuming that the 
foreign country has such a system) or by 
actual equitable ownership? In other words, 
if Joe Foreigner made a transfer of his 
stock in X to a United States resident but 
the transfer was not reflected in the records 
of the company, who is the owner of this 
stock for purposes of determining whether 
X is a controlled foreign corporation? 
Would local foreign law govern? Similar 
problems would be involved with nominee 
shares. Another problem would be: Of 
what significance is a mailing address in 
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trolled foreign corporation, every 
United States shareholder would be 
required to report his share of the 
earnings regardless of how small his 
interest might be. In the case of a 


newly organized foreign corporation, 
a United States shareholder owning 


establishing domicile? But let us dispose 
of all these problems by assuming that the 
country of incorporation of X has a stock 
record system, that record ownership con- 
trols, that the information given to A ac- 
curately reflects the record ownership and 
that the mailing addresses do reflect dom- 
icile. Has A now established that X is not 
a controlled foreign corporation? Hardly. 
He has just begun. He must now take into 
consideration the modified attribution rules. 
Assume that A determines from the infor- 
mation furnished that during the year there 
were a total of five other shoreholders—a 
corporation, a partnership, an estate, a trust 
and an individual. A would have to make 
similar inquires of each of the above share- 
holders to determine whether any of their 
shares in X would be attributed to United 
States persons. It seems inconceivable that 
A would have the perseverance to carry his 
research this far but even if he should, it 
does not seem likely that the other share- 
holders would be interested in cooperating 
with him and, of course, he would have no 
legal rights to such information from the 
other shareholders. The basic facts in this 
illustration have been kept as simple as pos- 
sible. However, even with a simple factual 
situation, it seems obvious that the solution 
is not only extremely complicated, but from 
a practical standpoint impossible. How- 
ever, consider two very minor variations 
in the facts which would complicate A’s 
problem even more: 

(a) The example assumes that X has 
only one class of stock outstanding and 
thus in determining control A need only 
count shares. If X has more than one class 
of stock, A would have to determine con- 
trol not only on the basis of voting power, 
but on the basis of “the total value of all 
shares of all classes of stock.” Therefore, 
in addition to the problems previously men- 
tioned A would have to determine the re- 
spective value of each class of stock on 
each day during the year. Query: How do 
you equate the value of Class A stock which 
has a United States market and Class B 
stock which has no United States market? 

(b) The example assumes that A owns 
10 per cent of X. If it is assumed that A 

(Continued on following page) 
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10 per cent would be similarly affected 
even if he were the only United States 
shareholder. The five or less share- 
holder rule would be expanded to ten 
or less. It is not clear, but probably 
most of the harsh and somewhat ar- 
bitrary attribution rules of the draft 
bill would be retained. 


Tax Haven Transactions 


In the case of a controlled foreign 
corporation organized in a developed 
country, the original proposal would 
have taxed the affected United States 
shareholders on their proportionate 
part of the entire undistributed profits. 
In the case of a corporation organized 
in an underdeveloped country, no 
portion of its undistributed earnings 
would be taxed unless more than 20 
per cent of its income is derived from 
sources outside the underdeveloped 
country in which it is created. If 


a controlled foreign corporation in 
such an underdeveloped country ex- 
ceeded this 20 per cent test, its United 


States shareholders would be taxed 
on their proportionate part of its en- 
tire undistributed earnings (not just 
the objectionable portion). Under the 
Treasury's draft bill, however, an af- 
fected United States shareholder of 
a controlled foreign corporation is 
taxed on his proportionate share of 
such corporation’s “undistributed tax 
haven profits” which are based upon 


(Footnote 30 continued) 

owns less than 10 per cent of X an entire 
new concept is added to A’s dilemma. A 
still must determine whether X is a con- 
trolled foreign corporation under the 50 per 
cent rule. But if he concludes (or assumes) 
that it is, he must then go through a similar 
process to determine whether, by reason of 
the same attribution rules, he meets the 10 
per cent test. If A is a corporation this 
would include a thorough investigation of 
every person (or group of related persons) 
owning at least 5 per cent of A’s stock, 
since a corporation is deemed to own all 
the stock owned by any of its 5 per cent 
stockholders. 
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the profits “attributable” to “tax haven 
transactions,” * 


The proposed bill lists six types of 
tax haven transactions,** the most im- 
portant of which is the purchase or 
sale of personal property (including 
commissions earned in connection 
with such sales or purchases). The 
draft bill provides that a controlled 
foreign corporation engages in a tax 
haven transaction if it buys personal 
property from a related person * or if 
it sells personal property to a related 
person and if such personal property 
“is sold for ultimate use, consumption 
or disposition outside the country 
under the laws of which the controlled 
foreign corporation is created or or- 
ganized.” Special rules are provided 
in the case of agricultural products “ 
and in the case of a foreign corpora- 
tion engaged in processing, manufac- 
turing or assembling. This latter rule 
provides that the harsh results of 
purchasing or selling personal prop- 
erty to or from a related person will 
not apply if the controlled foreign 
corporation processes, manufactures 
or assembles such property prior to 
sale and the costs of such processing, 
manufacturing or assembling (other 
than the cost of purchased materials) 
is 20 per cent or more of the selling 
price of such property.*® From the 
wording of the draft bill it would 
seem that this test would be made 


"Treasury Draft, Secs. 953(a)(1), 954(b) 
and (c). Thus in the case of foreign corpo- 
rations organized in underdeveloped coun- 
tries, the Treasury Draft would, in some 
cases, impose a tax on the United States 
shareholders under circumstances where no 
tax would be imposed under the original 
proposal. 

* Treasury Draft, Sec. 954(c). 

“Treasury Draft, Sec. 954(c)(1). It is 
not entirely clear whether the Treasury in- 
tended that the place of ultimate use test 
should apply only in the case of a sale to 
a related party or also to a purchase from 
a related party. 

* Treasury Draft, Sec. 954(c)(1)(C) (iii). 

* Treasury Draft, Sec. 954(c)(1)(C)(i). 


TAXES—The Tax Magazine 





on a product-by-product basis. In 
the case of a purchase from a related 
party, the exception may also be sat- 
isfied if the related party meets the 
20 per cent test and if such related 
party is created or organized in the 
same country as the purchasing con- 
trolled foreign corporation. 
Presumably, the purpose of the 20 
per cent processing test is to exclude 
“minor assembly operations” ** from 
actual production activities. Appar- 
ently the Treasury considered that 
unless the processing costs (exclusive 
of material costs) on a particular ar- 


ticle exceed 20 per cent of the selling 
price the processing is too insignifi- 
cant to be considered as manufactur- 
ing. Since this is a new concept it is 
somewhat difficult to evaluate. How- 
ever, it is believed many very sub- 
stantial domestic manufacturers would 
have difficulty meeting this 20 per 
cent test, particularly on all of their 
products. While it is difficult to ob- 
tain foreign figures on this precise 
relationship, it is believed that the 
following table, which is based on 
Department of Commerce figures, il- 
lustrates the point: 


Various Cost Relationships of United States Direct Manufacturing Investments 
for 1957 in Various Areas of the World ** 


Total operating costs (ex- 
clusive of materials) ex- 
pressed as a percentage of 
total revenues 


Processing costs assuming 
one-third of total operating 
costs (exclusive of mate- 
rials) relate to selling and 
administrative functions 





Area 

Africa 

Far East and Oceania 
Latin America 
Europe 

Canada 


This table indicates that if only one- 
third of the total operating costs, 
other than material cost, is considered 
to be attributable to selling and ad- 
ministrative functions the average 
manufacturing concern in Canada 
would just barely qualify under the 
20 per cent manufacturing test and in 
the rest of the foreign areas (includ- 
ing Europe) the average American- 
owned manufacturing concern would 
not satisfy the test. The unreason- 
ableness of the 20 per cent figure is 
particularly evident when it is realized 





* Treasury Draft, Sec. 954(c)(1)(C) (ii). 

* Hearings, p. 264. 

*The percentages have been computed 
from the data contained in Table 58 en- 
titled “Relationship of sales, local costs and 
international transactions of direct invest- 
ments, by major areas and_ industries,” 
United States Business Investments tn For- 
eign Countries, United States Department of 
Commerce, Office of Business Economics 
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Percentage 
18.5 
22.3 
26.6 
29.1 
30.8 


Percentage 
12.4 
14.8 
17.8 
19.4 
20.5 


that profits in connection with the 
sale of any product would seem to be 
susceptible to treatment as tax haven 
income if the 20 per cent test is not 
met as to such product even though 
the corporation might satisfy the test 
on an over-all basis. In view of this, 
very few bona fide manufacturing cor- 
porations having any dealings with 
related corporations could avoid hav- 
ing some part or all of the profit on 
their manufactured products treated 
as tax haven income. 

(1960). All figures are for the year 1957, 
the only year included in the above Depart- 
ment of Commerce table. Total revenues 
include “Local sales and revenue” and “Ex- 
ports.” Operating costs include “Wages 
and salaries,” “Depreciation and depletion,” 
“Miscellaneous” and “Indirect taxes” but 
exclude “Materials” and “Imports.” The 


“Middle East” figures are not large enough 
for significant comparisons. 
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An analysis of the figures clearly 
shows that companies operating in 
underdeveloped areas would have 
more difficulty meeting the 20 per cent 
test than those in developed areas 
which hardly seems consistent with 
the avowed purpose behind this legis- 
lation. Furthermore, other studies in- 
dicate that some industries would have 
more difficulty complying with the 
test than others.*® This hardly seems 
equitable. 


A further very serious difficulty is 
that many foreign manufacturing sub- 
sidiaries purchase component parts 
from their United States parents. Un- 
der the Treasury proposal they would 
be encouraged to expand their foreign 
production operations so as to qualify 
under the 20 per cent manufacturing 
test. Thus, they would be given an 
incentive to move additional capital 
abroad to finance the production of 
components previously produced in 
the United States. This would not 


only adversely affect our balance of 
payments but could have a serious 
adverse effect on our domestic em- 
ployment. The Treasury’s bill would, 
it seems, tend to export United States 
jobs. 


It is interesting to note that the 
Treasury states that one of the pur- 
poses of the proposed legislation is 
to discourage artificial foreign pricing 
arrangements. A 20 per cent provi- 
sion such as this would only seem to 
encourage artificial pricing arrange- 
ments rather than to discourage them. 





* Department of Commerce figures indi- 
cate that even within a given world area 
(Europe) the percentage of labor costs 
(which accounts for the bulk of processing 
costs) to total operating costs for our for- 
eign manufacturers varied from 16 per cent 
in one industry (chemicals) to 38 per cent 
in another industry (electrical machinery). 
U. S. Business Investments in Foreign Coun- 
tries, United States Department of Com- 
merce, Office of Business Economics (1960), 
p. 44. 
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The problems of determining the 
profits “attributable” to tax haven 
transactions also seem _ extremely 
burdensome, if not impossible. For 
example, a manufacturer might pur- 
chase its supply of a particular item 
from a related party. Some of these 
items might be incorporated into prod- 
ucts which satisfy the 20 per cent 
manufacturing test, some might also 
be used in products which do not 
satisfy the 20 per cent test, some might 
be sold as repair parts with no further 
processing and some might be sold as 
repair units with only minor process- 
ing. As to the latter three categories 
(which are all potential tax haven 
transactions) some might be sold for 
ultimate use or disposition in another 
country and some might be sold for 
ultimate use or disposition in the 
same country. In addition, the man- 
ufacturer might purchase a portion 
of its supply of this particular item 
from an unrelated person. The account- 
ing problems involved in allocating 
labor and overhead on a transaction- 
by-transaction basis would constitute 
a substantial burden. 


Even more difficult would be the 
tracing problems involved. The “ulti- 
mate use, consumption or disposition” 
concept would be virtually unworkable 
for a great many foreign companies.*° 
For instance, how could a corporation 
possibly determine the location of the 
ultimate use or disposition of an article 
sold to an international trading com- 
pany, or of a component which is 
sold to another manufacturer for in- 
corporation into another product for 


“It is interesting to note that if either the 
ultimate use or the ultimate disposition (it 
is herein assumed that “ultimate” modifies 
disposition as well as use, although this is 
not altogether clear either) occurs in an- 
other country the transaction is tainted. It 
is possible that the ultimate disposition 
could be outside the country but the ulti- 
mate use inside the country. Treasury 
Draft, Sec. 954(c)(1)(A). 
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resale throughout the world (assum- 
ing that the processing of such article 
by the second manufacturer does not, 
in itself, constitute its ultimate use). 
And, of course, it must be kept in 
mind that this information must be 
available as of the end of the con- 
trolled foreign corporation’s annual 
accounting period, although it may be 
years before such ultimate use or 
disposition takes place.* 

Before leaving the 20 per cent man- 
ufacturing test of the draft bill it 
should be pointed out that the gov- 
ernment’s original proposal also con- 
tained a somewhat similar test. This 
provided that manufacturing opera- 
tions would not be considered as out- 
side-source income if (a) at least 80 
per cent “of the value of the trade or 
business assets” ** were located in less 
developed countries (not necessarily 
the country in which the corporation 
was organized) and (b) if the “cost 
of production exceeds 25 per cent of 
the cost of raw materials or other 
components.” * 

This test not only suffers from the 
same arbitrary and discriminatory de- 
fects of the manufacturing test of the 
draft bill, but in addition involves 
another new concept, that is, the lo- 
cation and value of “trade or busi- 
ness assets.” Based on the figures 
used in the previous table ** to illus- 
trate the 20 per cent manufacturing 


test and based upon the same assump- 
tions used in such table,** it appears 
that this 25 per cent test is above 
average in Africa and the Far East 
(18.4 per cent and 22.9 per cent re- 
spectively) and approximately at the 
average in Latin America (28.2 per 
cent) so that a large percentage of 
the companies operating in under- 
developed areas would not seem to 
qualify for relief under the original 
proposal. 

The five other types of tax haven 
transactions invoive rentals and roy- 
alties, interest, dividends, personal 
services and insurance. While no 
attempt will be made to discuss in 
detail the similar types of probems 
inherent in these other provisions, a 
few comments are in order. 

Rentals and royalties give rise to tax 
haven profits if the controlled foreign 
corporation acquires the patents, fran- 
chises, etc., from a related person (in 
the case of motion picture films, tele- 
vision tapes or recordings it is im- 
material from whom they are acquired) 
and if the rentals and royalties are 
received for the privilege of using 
such property or rights outside the 
country in which the controlled for- 
eign corporation is created.*® 


The receipt of interest on bonds, 
notes or other interest-bearing obli- 
gations of a related person and the 





“There is a somewhat analogous prob- 
lem in the manufacturer’s excise tax provi- 
sions and in many of our state sales taxes 
which provide, in effect, that the tax does 
not apply if the article is sold for further 


processing. These statutes provide for ex- 
emption certificates. The seller is protected 
if he gets from his purchaser an exemption 
certificate stating that the goods are to be 
subjected to further processing. But ex- 
emption certificates are not the answer to 
the problem contained in the draft bill. In 
the first place, it is one thing to assert our 
regulatory influence on a controlled foreign 
corporation. It is quite another to expect 
all foreign corporations throughout the 
world to cooperate. The excise tax exemp- 
tion certificate requires the buyer to certify 
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only as to the use he will make of the 
goods. It is not necessary to obtain a cer- 
tificate regarding the ultimate disposition 
or use of the goods. Under the Treasury 
proposal, the vendee would be no better 
equipped to certify to the ultimate use of 
the goods than the seller. The exemption 
certificate procedure works in the excise 
tax situation because it is based on a trans- 
action by transaction basis and not on an 
ultimate use concept. 

“ Hearings, p. 264. 

* See footnote 42. 

“See page 1017. 

“See footnote 38. Material costs were 
considered to include “Materials” and “Im- 
ports (noncapital).” 

“Treasury Draft, Sec. 954(c)(2). 
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receipt of dividends from a related 
person are tax haven transactions.* 
However, the draft bill purports to 
make an exception in the case of divi- 
dends which are a distribution of 
profits through a chain of controlled 
foreign corporations to the extent 
such profits have already been taxed 
to a United States shareholder.** It 
is interesting to note that these trans- 
actions do not require some tie-in 
with a country other than the country 
in which the controlled corporation 
is organized. The sanction is imposed 
merely because the two corporations 
are related even if they are both lo- 
cated in the same country. Thus, a 
controlled foreign corporation organ- 
ized in country X may conduct all 
of its business in that country and 
have no tax haven profits. However, 
if part of the operation is conducted 
through one or more subsidiaries, the 
earnings and profits of the subsidiaries 
will constitute tax haven profits when 
they are returned to their foreign 
parent.” 


Another tax haven transaction is 
the performance or furnishing of tech- 
nical, managerial or other enumerated 
services if such services are performed 
outside the country in which the 
controlled foreign corporation is organ- 
ized and if they are either (1) per- 
formed for or on behalf of a related 
person, or (2) are substantially man- 
aged or directed by employees trans- 


“Treasury Draft, Secs. 954(c)(3) and 
(4). The proposed draft refers to “divi- 
dends” from a related person and presum- 
ably dividends would be defined in United 
States tax terms, which includes many types 
of transactions which are not normally con- 
sidered dividends. For instance, are the 
reorganization provisions of the Code ade- 
quate to deal with reorganization on an in- 
ternational basis? Sec. 1.368-2(b) of the 
regulations states that a statutory merger 
pursuant to the laws of a foreign country 
does not constitute a reorganization under 
Sec. 368(a)(1)(A). 

“Treasury Draft, Secs. 955(b) and (c). 
See page 1021, as to the effects of these pro- 
visions. 
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ferred from a related person. It is 
difficult to determine to what extent 
this provision would be applied. If 
a United States company should trans- 
fer one of its executives (or an execu- 
tive from another related company) 
to its controlled foreign corporation 
as its president or managing director, 
it would seem that he would substan- 
tially direct the services of every em- 
ployee of the corporation. 


“The insurance or reinsurance of 
United States risks which, if they 
materialized, would result directly or 
indirectly in compensation to a re- 
lated person” will also result in a tax 
haven transaction.” 


Undistributed Tax Haven Profits 


The draft bill provides the follow- 
ing formula for determining “undis- 
tributed tax haven profits” : 


“ 


the term ‘undistributed tax 
haven profits’ of a controlled foreign 
corporation for an annual accounting 
period is an amount which bears the 
same ratio to the total undistributed 
earnings and profits for such period 
as the tax haven profits for such 
period bear to total earnings and profits 
for such period (determined without 
regard to distributions).” 


The following example will illustrate 
the operation of this provision: A 
controlled foreign corporation X has 
total earnings and profits for the year 


“It was previously noted (page 1017) 
that Sec. 954(c)(1)(C) (ii) would protect a 
subsidiary of a controlled foreign corpora- 
tion from tax haven treatment with respect 
to its purchases of property from its parent 
if its parent had satisfied the 20 per cent 
manufacturing test on such property and if 
both the subsidiary and its foreign parent 
are organized in the same country. Yet the 
present provision would operate to remove 
this exemption the instant the profits are 
returned by the subsidiary to its foreign 
parent. 

Treasury Draft, Sec. 954(c)(5). 

* Treasury Draft, Sec. 954(c) (6). 

"Treasury Draft, Sec. 954(b)(2). 
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of $100,000, of which $25,000 or 25 
per cent, constitute tax haven profits. 
If the corporation distributes the en- 
tire $25,000 as a dividend, it would 
still have $18,750 of undistributed tax 
haven profits (25 per cent times 
$75,000) .°* 

There are no provisions in the draft 
bill for “tax haven losses’ or “undis- 
tributed tax haven losses.” Conse- 
quently if either the tax haven 
transactions result in a loss or if the 
total operations for any year result 
in a loss, the draft bill has no effect. 
If, however, the controlled foreign 
corporation has the following operat- 
ing results fora: vcn year: 


Tax haven profits $15,000 
Loss from all other business ( 5,000) 


$10,000 


Total earnings and profits 


Total Undis- 
Undistributed 
Tax Haven = 
Profits 


ings and 
Profits 


($10,000) 


The unfairness of this result is even 
more clearly illustrated when it is 
remembered that if the corporation 
had distributed its entire $10,000 of 
earnings and profits, it would have 
had no undistributed tax haven profits. 
In other words, the United States 
shareholders would have $5,000 more 
income if the corporation does not 
distribute any of its current earnings 
than they would have had if the cor- 
poration had distributed its entire 
earnings and profits. 


tributed Earn- 


A rather strange result may be 
achieved. If the corporation pays no 
dividend, its undistributed tax haven 
profits for the year will be $15,000 and 
its United States shareholders would 
apparently be required to include this 
entire amount (assuming 100 per cent 
United States ownership) in their 
gross income even though the cor- 
poration has earnings and profits for 
such year of only $10,000. Under the 
terms of the draft bill this would seem 
to be true even if the corporation had 
no prior accumulated earnings and 
profits which to make this 
“deemed” distribution.** The formula 


from 


for arriving at this peculiar result is 
found in Section 954(b) (2) and is as 
follows: 


Tax Haven 
Profits $15,000) 
or $15,000 





Total Earnings 
and Profits 
($10,000) 





Distributions of Previously Taxed 
Undistributed Tax Haven Profits 


When the Treasury Department re- 
leased the proposed draft to the public 
it was accompanied by a brief narra- 
tive description, which contains the 
following statement: 


“The undistributed tax haven in- 
come of a controlled foreign corpora- 
tion which has once been taxed would 
not again be taxed upon distribution 
to shareholders.” ** 





"Tt does not seem possible for a con- 
trolled foreign corporation to specify that 
a dividend is to be paid out of tax haven 
profits. This could give rise to attempts to 
separate foreign operations into two or 
more corporations, to isolate tax haven 
profits. However, because of the related 
party concept, the use of two corporations 


Federal Tax Conference 


instead of one may actually create tax 
haven profits. 

* The constitutionality of this particular 
feature of the proposal seems highly ques- 
tionable. See page 1026 for a discussion of 
the constitutionality of the entire proposal. 

* Treasury Department Release, July 28, 
1961, (617 CCH { 6479). 
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This certainly seems fair and proper, 
and the above language would seem 
to leave no doubts as to the intended 
results. However, the Treasury ap- 
parently found it easier to state this 
proposition in narrative form than in 
statutory language. Section 955(a) 
of the draft bill provides: 

“For purposes of this chapter, the 
undistributed tax haven profits for 
an annual accounting period of a for- 
eign corporation which are once in- 
cluded in the gross income of a United 
States person under section 953(a) (1) 
shall not, when distributed to such 
person directly or indirectly through 
a chain of ownership described un- 
der section 953(a)(2), be again in- 
cluded in the gross income of such 
United States person.” 


In other words, if A is once taxed 
on the undistributed tax haven profits 
of a controlled foreign corporation, he 
will not be taxed again when such 
profits are actually distributed to him. 
But what if prior to the time these 
profits are distributed A dies and his 
shares in the controlled foreign cor- 
poration are bequeathed to his wife, 
if he gives the shares to his son, if he 
transfers the shares to a corporation 


in a tax-free transfer, if he sells the 
shares, or if he marries and puts the 
stock in his wife’s name? Or what 
if A is a corporation and the corpora- 
tion liquidates and distributes the 
shares in the controlled foreign cor- 
poration to its shareholders, or if the 
corporation is a party to some type 
of reorganization in which its cor- 
porate identity is lost? In each of the 
above cases the previously taxed un- 
distributed profits would seem to be 
taxed a second time when distributed. 
The above examples are obviously 
only a few of the many ways in which 
the double taxation could arise.** 


Another problem under this provi- 
sion which could stand clarification 
involves the identification of pre- 
viously taxed undistributed tax haven 
profits. A simple example will illus- 
trate one phase of this problem. Cor- 
poration X is a controlled foreign 
corporation owned entirely by United 
States shareholders. In each of the 
years 1963 and 1964 it had total in- 
come of $200, of which $100 was un- 
distributed tax haven profits taxed 
to its United States shareholders. At 
the end of 1964 its surplus account is 
therefore as follows: 


Accumulated Earnings and Profits 


Year Total 
1963 


1964 200 


Total $400 

In 1965, X again has total earnings 
and profits of $200, of which $100 are 
tax haven profits, and it distributes 
$400 to its shareholders. To the extent 
this distribution is paid out of the 
current year’s earnings and profits, it 
is, of course, fully taxable as a divi- 
dend and the tax haven features of 


* Not even the foreign personal holding 
company provisions would require such a 
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Undistributed 
Tax Haven 
Profits 


$100 
100 


$200 


Other Profits 
$100 
100 


$200 


the draft bill are not involved. But 
what about that portion of the dis- 
tribution (that is, $200) which is out 
of prior years’ earnings and profits? 
Will it be deemed paid out of the $200 
of undistributed tax haven profits, 
and thus be entirely tax-free? Or 
will it be deemed paid out of the $200 


harsh result. See Code Sec. 551(e) and 
Regs. Sec. 1.551-5(b). 


December, 1961 © TAXES—The Tax Magazine 





of previously untaxed accumulated 
earnings and profits, and thus be fully 
taxable? Or will it be deemed paid 
out of 1964 (the most recent) accumu- 
lated earnings and profits, and thus 
$100 will be taxed and $100 will be 
tax-free? Present law provides that 
“every distribution is made out of 
earnings and profits to the extent 
thereof, and from the most recently ac- 
cumulated earnings and profits.” *" Pre- 
sumably, this would support the latter 
interpretation. However, since $200 
of undistributed earnings has been 
“deemed” distributed and a tax there- 
on paid, it seems only equitable that 
the first $200 actually distributed in 
excess of current earnings should be 
“deemed” to relate to the $200 of earn- 
ings already taxed.** 

The fact that there is no provision 
for “tax haven losses” presents another 
problem. If a controlled foreign cor- 
poration has an operating loss, does 
this loss reduce only untaxed accumu- 
lated earnings and profits or does it 
also reduce previously taxed earnings 
and profits? Or does this depend 
upon whether the loss was occasioned 
by tax haven transactions or by other 
transactions? 

There are additional problems when 
a United States shareholder operates 
through a chain of related foreign 
corporations, each of which might be 
a controlled corporation. For instance, 
in 1963 a foreign subsidiary of a for- 
eign subsidiary might have undis- 
tributed tax haven profits which are 
taxed to the United States share- 
holders and in the following year it 
might distribute these previously taxed 
earnings as a dividend to its foreign 
parent. Since tax haven transactions 


include dividends from related parties, 
would this dividend be treated as tax 
haven profits in the hands of the for- 
eign parent and thereby be taxed a 
second time to the United States 
shareholders? The above quoted Sec- 
tion 955(a) would, if strictly con- 
strued, give no relief since the once 
taxed tax haven profits have not yet 
been distributed to the United States 
shareholders. However, Section 955(b) 
appears to provide relief in certain 
cases under the specific circumstances 
noted above. It provides: 

“(b) Exclusion from Tax Haven 
Profits —For purposes of section 953 
(a)(1), the undistributed tax haven 
profits for an annual accounting period 
of a controlled foreign corporation 
which are once included in the gross 
income of a United States person 
under section 953(a)(1) shall not, 
when distributed through a chain of 
ownership described under section 
953(a) (2), be also included in the tax 
haven profits of another controlled 
foreign corporation in such chain for 
purposes of the application of section 
953(a)(1) to such other controlled 
foreign corporation with respect to 
such United States person.” °° 


Foreign Policy Considerations 


A variety of benefits are derived 
from our foreign subsidiaries. They 
have played an important role in the 
economic development of many coun- 
tries and have created a community of 
interest between the United States 
and the countries in which they are 
located. They have enabled these 
countries to see first-hand what 
capitalism is, how it operates and 
what it can produce. By living and 








* Code Sec. 316(a). 

The logic of this approach finds sup- 
port in the regulations under Subchapter S. 
Regs. Sec. 1.1375-4(b). 

® The “with respect to such United States 
person” language would again present prob- 
lems. For instance, unless the United States 
shareholders of a controlled foreign corpo- 
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ration are identical on all crucial dates, the 
undistributed earnings of a foreign sub- 
sidiary of a foreign corporation could be 
subject to United States tax once in the 
year earned, a second time when they are 
distributed to the foreign parent and a third 
time when distributed to the United States 
sharcholders. 
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working with American employees 
of foreign subsidiaries, the foreigner 
gets a more realistic and better under- 
standing of the United States and its 
people. To the extent that the pro- 
posed legislation actually curtails our 
foreign investments, either by forcing 
existing foreign operations out of 
business or by deterring new foreign 
investments, it will have a direct 
effect on our foreign relations. 

The committee had difficulty under- 
standing that the proposed legislation 
would not in essence constitute a gov- 
ernmental command “Yankee, Stay 
Home.” © If our own Congressional 
committee thinks that the bill con- 
notes this policy on the part of our 
government, it seems only natural 
that the legislation will be susceptible 
of a similar connotation abroad. 


The United States is presently a 
party to reciprocal tax treaties with 
many different countries. These treaties 
generally contain a provision which 
in essence provides that the United 
States will not tax a corporation 
formed under the laws of the other 
country unless such corporation has 
a “permanent establishment” in the 
United States. We would clearly 
violate our treaty obligations if we 
should attempt to impose a tax upon 
a foreign corporation having no per- 
manent establishment in the United 
States, and this is true regardless of 
who the shareholders might be. The 
Treasury has indicated that in its 
view the proposed legislation does not 
violate these treaties since it does not 
impose a tax on the foreign corpora- 
tion itself but merely on the United 
States shareholders of the foreign 
corporation even though the tax is 
measured by and based on the earn- 
ings of such foreign corporations. 
The Treasury, however, has admitted 
that it is in effect a tax on the foreign 


@ Hearings, p. 340. 
“See page 1011. 
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corporation. This is evident from the 
Treasury’s statement that one of the 
purposes of the legislation is to achieve 
a “tax neutrality” between domestic 
and foreign corporations by insuring 
that they both are subject to the same 
United States tax.** If the proposed 
legislation is in effect a tax on foreign 
corporation it is im effect a violation 
of our tax treaties. Is the abrogation 
of our treaties the type of world 
leadership expected of the United 
States? Is it the type of example we 
should be setting for the emerging 
nations? 


Compare the above concepts with 
the following comment of the “Royal 
Commission on The Taxation of Profits 
and Income” in considering a revision 
of the taxation of “overseas profits” 
by the United Kingdom: 


“The third general consideration to 
which we direct attention is that the 
taxation of overseas income cannot 
nowadays be treated as a purely 
domestic problem of the taxing au- 
thority. Whatever system is ulti- 
mately preferred, the problem has to 
be reviewed in the light of the taxing 
systems and principles of other 
countries and of any generally ac- 
cepted understanding as to taxing 
jurisdiction that can be said to have 
international recognition.” ® 


Competitive Disadvantages 


The economic and political contri- 
butions of our foreign investments 
have already been noted. But Ameri- 
can businessmen do not invest abroad 
because it will help our balance of 
payments or because they believe it 
will promote good foreign relations. 
American capital moves overseas for 
one reason—to make a profit. And 
to make a profit abroad they must be 
able to compete with foreign enter- 


° Final Report, Royal Commission on The 
Taxation of Profits and Income, CMD No. 
9474 at p. 187 (1955). 
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prises. The investment of private 
capital abroad is not similar to our 
foreign give-away programs which 
can be turned on or off at the will of 
Congress or directed from one country 
to another merely by a legislative en- 
actment. If Congress should ignore 
this distinction, it might well regulate 
our private industry right out of the 
foreign markets and destroy a very 
important factor in our international 
economic and political position. The 
Treasury’s views on this aspect of the 
proposal are not only surprising, but 
alarming. In addressing the committee, 
Secretary Dillion stated : 

“It is sometimes contended that if 
U. S. firms are to compete success- 
fully abroad they must enjoy as favor- 
able a tax treatment as their foreign 
competitors. I believe that this argu- 
ment has been overly stressed. A 
difference in tax rates, I said before, 
should not handicap companies pro- 
ducing abroad, although it may slow 
the rate of expansion. But, even if 
this argument were fully valid, it 
not be a decisive objection to our 


’ 63 


proposal.’ 


It seems inconceivable that anyone 
would be willing to sacrifice our 
present foreign trading position for 
the sake of dubious and admittedly 
short term benefits that are purported to 
be involved in the proposed legislation. 


In spite of the Treasury’s apparent 
disregard for the consequences of the 
proposal, it seems pertinent to examine 
the effect that the proposal would 
have on the competitive position of 
our foreign operations. Our foreign 
operations are in competition with 
locally owned and operated foreign 
companies as well as international 


“ Hearings, pp. 33, 34. Compare the Sec- 
retary’s remarks with the following com- 
ment of Henry H. Fowler, Undersecretary 
of the Treasury, during a speech at the 1961 
Fall Conference of the American Retail 
Federation in New York City on October 
12, 1961 (617 CCH § 6567): 
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organizations trading throughout the 
world. A United States owned for- 
eign corporation is, of course, sub- 
ject to all the same foreign taxes as 
its local competitor. Under the pro- 
posal the shareholders of the United 
States foreign corporation would be 
subject to a United States tax on part 
or all of these same earnings. While 
the United States shareholders would 
be given credit for the foreign taxes 
paid, this credit could never exceed 
the United States tax. It does not 
help to say that the additional United 
States tax is not paid by the foreign 
corporation, but by its United States 
shareholders. The fact remains that 
it is an additional tax based on the 
earnings of the foreign corporation 
which must be included in determin- 
ing the net after-tax earnings of that 
operation. In addition, the foreign 
corporation might be forced to dis- 
tribute a portion of its earnings (which 
would otherwise have been reinvested 
in the business to keep abreast of its 
competitors) to enable its United States 
shareholders to pay the added tax. 
While other governments are assist- 
ing their nationals in the conduct of 
international trade, United States in- 
vestors would find themselves ham- 
pered by their government. “Foreign 
nationals” would be well advised to 
avoid investing in ventures with United 
States nationals that could under any 
circumstances ever result in a con- 
trolled foreign corporation since the 
expense of installing costly and com- 
plicated record-keeping systems, the 
need to distribute dividends to cover 
tax payments and other similar difh- 
culties could only serve to make such 
arrangements unattractive if the pro- 
posed legislation were enacted. 


“| . The simple truth is that the U. S., 
to a large extent, is depending on the ag- 
gressive, competitive drive of American 
business to meet the underlying problem 
behind our balance of payments deficits 
without diminishing our national security 
and world position.” 
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Constitutionality 


The constitutionality of taxing part 
or all of the undistributed income of 
a foreign corporation to its United 
States shareholders was questioned 
by certain of the witnesses before the 
committee and several of the state- 
ments presented to the committee 
contained citations to cases dealing 
with this subject. In fact, the com- 
mittee was so disturbed by the con- 
stitutional question that they requested 
a memorandum from Colin F. Stam, 
the Chief of the Staff of the Joint 
Committee on Internal Revenue Tax- 
ation.” The joint committee memo- 
randum, as well as the statements 
submitted by private witnesses, con- 
cluded that the proposed legislation 
would clearly be unconstitutional. The 
Treasury Department subsequently 
presented a legal opinion of Robert 
H. Knight, General Counsel of the 
Treasury Department * in support of 
constitutionality of the original pro- 
posal. The constitutional question 
centers around the proposition of 
whether the undistributed earnings of 
a corporation can be “income” to the 
shareholders of such corporation within 
the meaning of the Sixteenth Amend- 
ment. In the landmark case of Eisner 
v. Macomber," the Supreme Court 
held that a proportionate stock divi- 
dend (common on common) was not 
“income” within the meaning of the 
Sixteenth Amendment. The Court made 
it clear that a mere appreciation in 


“See, for example, the testimony appear- 
ing at page 3063 and the statements appear- 
ing at pages 2776 and 2880 of the Hearings. 

* Hearings, p. 311. 

* Hearings, p. 313. 

*1 ustc J 32, 252 U. S. 189 (1920). 

* 43-1 ustc J 9464, 319 U. S. 436. 

* 49-1 ustc J 9223, 336 U. S. 422. 

* See the recent case of Frelbro Corpora- 
tion, CCH Dec. 24,985, 36 TC —, No. 86 
(Aug. 18, 1961) in which the Tax Court 
held the taxpayer could not be taxed on the 
earnings of its wholly owned subsidiary 
prior to the receipt of a dividend, saying: 

“An accrual basis taxpayer must include 


1026 


December, 1961 @ 


the value of property was not income 
unless and until that increased value 
was “severed” from the property it- 
self. The Treasury’s legal opinion 
indicated doubts over the current 
validity of Eisner v. Macomber, and as 
an alternative stated that the Eisner 
v. Macomber rule could be avoided by 
use of the constructive receipt doc- 
trine. Unless the corporation is a 
mere sham having no real form or 
function, it seems unlikely under 
present cases that the constructive 
receipt doctrine is available. It is well 
established that the power to force a 
corporate dividend is not the con- 
structive receipt of such a dividend. 
Furthermore, in Moline Properties v. 
Commissioner ** and National Carbide 
Corp. v. Commissioner ® the Supreme 
Court recognized the separate legal 
existence of a corporation and its sole 
shareholder.”° 


The Treasury memorandum points 
out that the foreign personal holding 
company tax was held constitutional 
by the Second Circuit in Eder v. Com- 
missioner." The joint committee 
memorandum points out that the 
foreign personal holding company 
provisions were directed at a very 
specific situation where a very ob- 
vious tax avoidance scheme was being 
used, whereas, the proposed legisla- 
tion would hit all “controlled foreign 
corporations” regardless of their pur- 
pose or motives. While this distinc- 
tion certainly has merit, it should also 


dividends in income in the year in which 
they are made unqualifiedly subject to his 
demand, i. e., the time when payment is to 
be made. Reviewing the instant rec- 
ord, we have found that it was [subsid- 
iary’s] policy to make cash payments only 
when it felt that its cash position warranted 
them and we can therefore conclude that 
prior to October 31, 1952, payment was 
subject to [subsidiary’s] judgment and that 
the funds were thus not unqualifiedly sub- 
ject to the demand of petitioner, a separate 
though related entity.” (Emphasis is the 
court’s). 


™ 43-1 ustc $9519, 138 F. 2d 27 (CA-2). 
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be noted that the Eder case is a Cir- 
cuit Court decision and cannot over- 
rule the clear import of the Supreme 
Court in the Macomber case. 

Another alternative argument ad- 
vanced by the General Counsel for 
the Treasury to avoid the impact of 
the Macomber case is that the pro- 
posed legislation would be constitu- 
tional under Congress’ “power to 
regulate Commerce with foreign na- 
tions” under Article I, Section 8, 
Clause 3 of the Constitution. In sup- 
port of this contention the memoran- 
dum states that a “major purpose of 
the proposed legislation is to adjust 
the balance of international payments” 
and goes on to cite many cases in 
which regulatory taxes (for example, 
a tax imposed on sales of coal in 
interstate commerce by nonmembers 
of the Bituminous Coal Code under 
the Bituminous Coal Act of 1937)" 


were held constitutional as a valid 
regulation of commerce. It seems 
questionable that this is the type of 
regulation contemplated by this article 
in spite of the position taken by the 
government. 


Conclusion 


There are other provisions of the 
Treasury proposals which could well 
be the subject of comment such as, 
for example, the foreign tax credit 
provisions. However, time does not 
permit coverage of these various other 
areas. 


An analysis of the original proposal 
and the Treasury draft bill both indi- 
cate numerous deficiencies. It would 
therefore seem very unwise that 
either of such proposals should be 
adopted in the form presently pro- 


posed. [The End] 


Charitable Giving Developments 


in Tax Planning and Policy 


By NORMAN A. SUGARMAN 


Baker, Hostetler and Patterson; Cleveland 


HE GROWING INTEREST in 

the tax aspects of charitable giv- 
ing generally arises from two widely 
different sources. On the one hand, 
there is the interest in tax reduction, 
that is, the interest of some donors 
and organizations in tax savings and 
the contraconcern of tax officials with 
revenue loss. In quite a different cate- 
gory is the interest of those who are 
concerned with philosophical and 


= Sunshine Anthracite Coal Company v. 
Adkins, 310 U. S. 381 (1940). 

*There have been various estimates of 
revenue loss. See testimony of Harry Kahn, 
staff member of National Bureau of Eco- 
nomic Research at hearings before a sub- 
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practical questions involving the in- 
centives to charitable giving and the 
role of tax-exempt funds in our society. 

Generally, there has been little con- 
cern with the over-all revenue loss 
that may result from the tax conces- 
sions given to charitable donors and 
tax-exempt organizations. This is 
based upon the rationale that, in the 
over-all, not-for-profit charitable, edu- 
committee (Congressman Blatnik, Chm.) of 
House Committee on Government Opera- 
tions, 85th Cong., 2d Sess., p. 16 (1958). 
See also Rudick and Gray, “Bounty Twice 


Blessed : Tax Consequences of Gifts of Prop- 
(Continued on following page) 
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cational and scientific organizations 
do not realize substantial taxable in- 
come, they are performing public 
services and relieving the government 
of a burden, and that the public is bet- 
ter served by a tax incentive for 
charitable giving than by withdraw- 
ing the present tax advantages.’ 


With the growth of charitable giv- 
ing and charitable foundations, no 
doubt due in part at least to the spur 
of tax incentives, there has, however, 
been a greater interest in the philo- 
sophical base for tax exemptions and 
the role of charitable foundations in 
our society. This stems from a num- 
ber of different pressures. On the 
one hand, there is the concern, both 
inside and outside of the government, 
that in these days of high tax rates, 
in order to maintain taxpayer confi- 
dence, persons or organizations claim- 
ing tax privileges must conduct 
themselves in such a way as to justify 
thoroughly, in principle and policy, 
the privilege so accorded. Another 
pressure for re-examination stems 
from those businesses that tend to 
blame some of their economic woes on 
the possible “competitive advantage” 
of others through tax savings. Finally, 
there is the pressure that naturally 
arises from within the Internal Rev- 
enue Service to re-examine concepts 
as cases arise which have the poten- 
tial of permitting dollars to escape 
taxation. 


(Footnote 1 continued) 
erty to or in Trust for Charity,” 16 Tax 
Law Review 273 (1961). 

Although the statute provides various 
categories of exempt organizations under 
Code Sec. 501(c)(3) and those to which de- 
ductible contributions may be made under 
Code Sec. 170, these will all for con- 
venience be referred to here as “charitable” 
organizations or foundations. 

*See H. Rept. No. 1860, 75th Cong. 3d 
Sess., p. 19 (1938); S. Rept. No. 2375 on 
H. R. 8920 (Revenue Act of 1950), 8lIst 
Cong., 2d Sess., p. 39 (1950). 

* Act of October 3, 1913, 38 Stat. 114, 172, 
Ch. 16, Sec. II G(a) which exempted from 
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The basic statutory provisions have 
not been changed since 1913* and 
Congress as long ago as 1950 enacted 
legislation to restate the policy and 
provide repose in the one difficult area 
that was then causing most litigation, 
namely, business income of exempt 
organizations.* Nevertheless, as a re- 
sult of pressures to re-examine the 
philosophy and basis for the tax ad- 
vantages of charitable giving and to 
restrict them, this field of tax law is 
in a state of flux, with very few rules 
that can be considered certain and 
with the prospect that we shall face 
considerably more confusion before 
it can be said that the law has de- 
veloped to a point where the applica- 
tion of the law is reasonably clear. 
It is for this reason that a mere cata- 
loging of present rules for charitable 
giving is not nearly as likely to be 
of value to the legal adviser as an 
analysis of the factors involved in the 
growth and development of tax prin- 
ciples applicable to charitable giving 
and foundations. 


CHARITABLE CONTRIBUTIONS: DE- 


VELOPMENTS IN CHARITABLE 
GIFTS OF PROPERTY 


Numerous Methods for Tax Savings 
in Charitable Contributions 


There are numerous methods for 
utilizing charitable contributions for 
maximum tax advantages. In addi- 


the income tax “any corporation or associa- 
tion organized and operated exclusively for 
religious, charitable, scientific, or educa- 
tional purposes, no part of the net income 
of which inures to the benefit of any private 
stockholder or individual.” This is identical 
with an exemption under the Corporation 
Excise Tax imposed by the Act of 1909, 
Act of August 5, 1909, 36 Stat. 11, 113, Ch. 6, 
Sec. 38, except that “scientific” was added 
in the 1913 Act. See also Act of August 27, 
1894, 28 Stat. 509, 556, Ch. 349, Sec. 32. 

*Revenue Act of 1950 (H. R. 8920, 8lst 
Cong., 2d Sess.) P. L. 814, Title III, Sec. 
301-341. See footnote 54 and discussion 
following. 
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tion to the more obvious advantage to 
the high bracket taxpayer of making 


charitable contributions at little after- 


tax cost, due to the deduction for such 
contributions, there are a whole gamut 
of more sophisticated methods for the 
charitable giving of appreciated prop- 
erty which may yield dollars to the 
contributor through tax savings, even 
to the point of a greater return than 
if the property were sold. There have 
been numerous articles published 
which provide an adequate catalog of 
the tax advantages in the many forms 
of charitable giving,’ and even then 
it is fairly safe to say that these 
articles have not completely exhausted 
the devices that the imaginatien of 
man is likely to develop in the future. 


Certain recent decisions, however, 
provide an interesting lesson in new 
methods for charitable giving and the 
shifting grounds for attack by the 
Revenue Service. 


Contributions of ‘Section 306 
Stock’'; Valuation Problems 


A method of charitable contribu- 
tion that aroused great interest almost 
immediately after the enactment of 
the Internal Revenue Code of 1954 
was the gift of “Section 306 stock.” 
To many, this device seemed to offer 
almost the ultimate in tax advantages 
of charitable giving. The 1954 Code 
made clear that in most cases divi- 


*Brown, “The Tax Use of Charitable 
Trusts,” 39 Taxes 748 (1961); Rudick and 
Gray, cited at footnote 1; Merritt, “The Tax 
Incentives for Lifetime Gifts to Charity,” 
39 Taxes 104 (1961); Committee on Estate 
and Tax Planning, Section of Real Prop- 
erty, Probate and Trust Law, American 
Bar Association, Use of Charitable Gifts in 
Estate and Tax Planning (1961); Lowndes, 
“Tax Advantages of Charitable Gifts,” 46 
Virginia Law Review 394 (1960); Penick, 
“Tax Economics of ‘Charitable Giving,” 38 
TAxes 111 (1960). 

* Code Secs. 305 and 306. 

*Rev. Rul. 57-328, 1957-2 CB 229. 

*See the author’s caution on this point 
in 1956 University of ‘Chicago Tax Institute, 
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dends in preferred stock could be re- 
ceived with no tax consequences 
unless and until the recipient or his 
donee sold the stock or the corpora- 
tion redeemed it. This left the way 
open for the recipient of a dividend 
in preferred stock to contribute the 
stock to a foundation and realize cash, 
tax free, from the tax savings gener- 
ated by a deduction for the value of 
the stock contributed. The way was 
then opened for the foundation later 
to receive funds, tax free, since the 
foundation could sell the stock or it 
could be redeemed from it with im- 
punity because of the tax-exempt 
status of the foundation. The Rev- 
enue Service indicated, in a published 
ruling, that the charitable contribu- 
tion deduction would be allowed to 
the contributor of Section 306 stock.’ 

As in the case of most rulings, how- 
ever, some question has still remained 
as to whether the Service will permit 
the same result in a case involving a 
contribution of Section 306 stock of a 
controlled corporation to a “family 
foundation.” * A recent decision has 
thrown further light on this problem. 
In Alvin A. Behrend, the Service did 
not attack the validity of the contribu- 
tion as such of preferred stock to a 
“family foundation” ;® rather the at- 
tack seemed to be solely on the valu- 
ation of the stock given. The Service 
contended that value was not proved 
and hence should be treated as zero. 


published as “Current Issues in the Use of 
Tax-Exempt Organizations,” 34 Taxes 795, 
n. 5 (1956). Note however the Behrend case, 
cited at footnote 9, in which the government 
did not question the deduction where the 
intent existed at the time of the contribution 
that the stock would be redeemed in about 
three years. 

* Alvin A. Behrend, CCH Dec. 24,701(M), 
20 TCM 327, TC Memo. 1961-64 (1961). The 
preferred stock had a liquidation and book 
value of $100 per share. The court held that 
at the times of the contributions the fair 
market values were $57 and $63 per share. 
Note this stock was issued prior to the 1954 
Code but was apparently received as a tax- 
free stock dividend. 
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The court, however, did determine a 
value, but in an amount less than face. 


The valuation problem is not a new 
one’? although the Revenue Service 
has been giving increasing emphasis 
to it. It has recently attacked the 
valuation of bonds given to charity 
and was upheld in its position that 
value was less than face and that evi- 
dence of sales at face value was not 
conclusive.'' Forewarning of the at- 
tack upon the valuation of stock in a 
controlled corporation being given to 
charity was made in the estate tax 
and gift tax regulations under the 
1954 Code, which indicated that the 
Service would scrutinize the facts very 
carefully to determine the effect of 
the control of dividends upon the 
valuation of the securities given.” 

In a somewhat related field of gifts 
of inventory by a business concern, 
the Revenue Service has met with 
mixed success. While the Revenue 
Service has recognized that a gift to 
charity of property out of inventory 
does not give rise to ordinary in- 
come,’* it has been careful to prescribe 
that the cost of the contributed prop- 
erty must also be eliminated from the 
cost of the opening inventory for the 
year, to prevent a double deduction ™ 
and it has also ruled that the fair 
market value of the property given, 
which is the measure of the charitable 
contribution deduction, is to be the 
price which the taxpayer would re- 
ceive if he had sold the contributed 
property in the lowest usual market 
in which he customarily sells."° The 
Service has been successful in using 
these rules to reduce the “value” of 


* Regs. Sec. 1.170-1(c). 

"E. S. Dillard, CCH Dec. 24,650(M), 20 
TCM 137, TC Memo. 1961-30 (1961). Gift 
of bonds to charity held to have value less 
than face; sales not conclusive of value. 

“Estate Tax Regs. Sec. 20.2055-2(b); 
Gift Tax Regs. Sec. 25.2522(a)-2(b). 

* Rev. Rul. 55-138, 1955-1 CB 223. 

“Rev. Rul. 55-138, 1955-1 CB 223; Rev. 
Rul. 55-531, 1955-2 CB 520. 
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the charitable contribution to the 
donor’s cost in Cooley v. Commis- 
sioner,® an unusual case in which au- 
tomobiles were purchased specifically 
for the purpose of donating them to 
charity."’ 

These cases illustrate one type of 
reaction to some of the new methods 
of charitable giving; for while the 
Behrend decision indicates acceptance 
by the Service of the gift of preferred 
stock as a valid method of contribu- 
tion, it at the same time indicates that 
the efforts of the Service are directed 
to taking away the benefits of the device 
so used, by placing upon the taxpayer 
a greater burden of proof of value. 


‘Motive’ as Factor in 
Charitable Giving 


Another recent development indi- 
cates some of the impact upon methods 
of charitable giving that may result 
from apparent examinations of the 
philosophical base for the deduction 
for charitable giving. The Revenue 
Service has now indicated that it is 
giving increasing attention to “motive.” 

The rule has long been clear that a 
“contribution” is not a gift to the ex- 
tent that the donor receives a con- 
sideration in money or money’s worth."* 
The Revenue Service has called atten- 
tion to this rule in a recent announce- 
ment involving “contributions” where 
the contributors received material 
benefits, such as theatrical tickets, 
tickets for tours, etc. In the an- 
nouncement the Service stated that 
not only is the value of the tickets, 
etc., not to be included in the deduc- 


* Regs. Sec. 1.170-1(c). 

* 61-1 ustc 7 9106, 283 F. 2d 945 (CA-2), 
aff’'g CCH Dec. 23,835, 33 TC 223 (1959). 

* Compare Champlin v. Broderick, Admin- 
istratrix, 48-2 ustc 79332 (DC R. I.), in 
which the court found the fair market value 
was not only in excess of the taxpayer’s cost 
but also the amount the taxpayer initially 
deducted. 

* Rev. Rul. 56-120, 1956-1 CB 514. 
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tion, but also that contributors may 
be called upon to furnish statements 
showing, among other things, the pur- 
pose of the contribution.” 


This position has been underscored 
by two recent decisions of the Tax 
Court. In Wardwell *° the court held 
that a “room endowment” of $7,500 
made by an invalid seeking admission 
to a charitable home for the aged was 
not deductible as a charitable contri- 
bution because of the benefits to the 
contributor in being admitted to the 
home, although the contributor was 
still required to make certain monthly 
payments for the facilities of the home. 
In DeJong** the Tax Court agreed 
with the Commissioner in disallowing 
part of a “contribution” to a tax-ex- 
empt institution on the ground that 
the contributor received a considera- 
tion to the extent of the cost of school- 
ing provided for the contributor’s 
children who attended a school oper- 
ated by the institution. Judge Raum 
stated the rationale as follows: 


“As used in this section the term 
‘charitable contribution’ is synony- 
mous with the word ‘gift.’ Channing 
v. United States [1933 CCH § 9440], 4 
F. Supp. 33, 34 (DC Mass.), affirmed 
per curiam 67 F. 2d 986 [CA-1], 
certiorari denied, 291 U. S. 686. A 
‘gift’ is generally defined as a volun- 
tary transfer of property by the owner 
to another without consideration there- 
for. If a payment proceeds primarily 
from the incentive of anticipated bene- 
fit to the payor beyond the satisfac- 
tion which flows from the performance 
of a generous act, it is not a gift. Cf. 
Estate of O. J. Wardwell [CCH Dec. 
24,503], 35 T. C. 443; Bogardus v. 
Commissioner [37-2 ustc J 9534], 302 


*IRS News Release No. IR-400, 9/25/61, 
published as Announcement 61-85, 1961-42 
I. R. B. 20. 

* Estate of O. J. Wardwell, CCH Dec. 
24,503, 35 TC 443 (1960), on appeal to 
Eighth Circuit. There were strong dissents 
in this case because of the adverse affect of 
the decision on charitable homes. See also 
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U. S. 34, 41; Commissioner v. Duber- 
stein [60-2 ustc J 9515], 363 U. S. 278.” 
However, despite the reference to 
“incentive” in the above statement, it 
seems clear that Judge Raum did not 
mean to disallow the entire payment 
as a contribution but only that part of 
it which was made for a consideration. 


Tax practitioners may well note the 
result reached in another case in a 
district court where a contribution 
was made to a tax-exempt home for 
the care of crippled children and old 
people. In Marshall v. Welch*™ the 
court allowed a deduction by the tax- 
payer for a contribution to the home 
where his son was a patient suffering 
from a noncurable spinal disease. Out 
of the “voluntary contribution” of 
$1,112, only $238 was disallowed as 
a deduction, this being the sum paid 
specifically for the purchase of a wheel 
chair for the exclusive use of the 
donor’s son. 


The matter of “motive” has long 
been an inherent element in the exam- 
ination of the qualification of an organ- 
ization seeking exemption, since such 
an organization must be organized 
and operated exclusively for chari- 
table, religious, educational, scientific, 
etc. purposes. However, even at best, 
this test is a very nebulous one, which 
will be more fully shown in the sub- 
sequent discussion of developments 
concerning charitable foundations. 


The matter of “motive” has long 
been excluded from the determination 
of charitable contributions for the rea- 
son that to consider it opens a Pan- 
dora’s box which hardly seems to be 
authorized by the statute.2* Under 
a system which obviously offers tax 
savings to motivate charitable con- 


Rewrite Bulletin, 1961-7 CCH StTanparp 
FepERAL TAX SERVICE § 8718. 

* DeJong, CCH Dec. 24,997, 36 TC —, 
No. 89 (1961). 

* 61-2 ustc $9613 (DC Ohio). 

*One seeking to find some consistent 
policy or philosophy ir this area may well 

(Continued on following page) 
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tributions, it seems unsound to look 
for purely charitable motives as a 
requisite for deductible contributions. 
It should be sufficient if the contribu- 
tion is a gift** to an organization 
recognized under the statute as hav- 
ing the requisite charitable purposes. 
This is not to suggest that a consider- 
ation received in money or money’s 
worth should not be taken into ac- 
count in reducing the amount of the 
contribution; however, determining 
the amount should be a mechanical 
problem based upon values * and the 
mere presence of some consideration 
or impure motives should not vitiate 
the entire deduction for a contribution. 


Some Limits to Tax Planning: 
Extreme Devices Beget Extreme 
Reactions 


Other recent developments in char- 
itable giving illustrate the extent of 
the reaction that can be expected from 
the government when a device for tax 
advantages is pushed to an extreme. 


The device that most sharply illustrates 
the point is the charitable contribu- 





(Footnote 23 continued) 

be puzzled. See for example the deduction 
allowed for care of certain students in a 
home under Sec. 170(d) as added by P. L. 
86-779, effective for taxable years beginning 
on or after 1/1/60. See IRS Announcement 
61-5, 1961-4 I. R. B. 29. Note that this 
deduction is disallowed completely if any 
amount is received as compensation or re- 
imbursement. Compare the treatment of 
contributions for college fraternity houses. 
Dougherty v. Phinney, 61-1 ustc J 9408 (DC 
Tex.), government on appeal to Fifth 
Circuit (deduction allowed for contribution 
to Texas Beta Students Aid Fund, a cor- 
poration); Rev. Rul. 60-367, 1960-49 I. R. B. 
11 (deduction allowed for contribution to 
university for fraternity building with title 
in university). See Nevitt, “Tax Aspects of 
Gifts to College Fraternities,” 34 Taxes 754 
(1956). 

*A gift is defined for gift tax purposes 
as “the amount by which the value of the 
property [transferred] exceeded the value 
of the consideration in money or 
money’s worth.” Code Sec. 2512(b). A 
similar concept is expressed in the Income 
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tion of callable bonds purchased at 
a premium. Under the statute, in the 
case of callable bonds purchased at a 
premium, the premium to a call date 
may be deducted as a loss.** Under 
the usual rules applicable to the de- 
duction of charitable contributions, 
the value of such a premium bond may 
also be deducted, when contributed to 
charity. If the value remains high, 
the contributor may seek a double de- 
duction, that is, for the premium, and 
also for the value of the bond at- 
tributable to the premium given to 
charity. The government announced 
at an early date that it would attack 
any attempts to obtain such a double 
deduction ; ** nevertheless, the device 
was used. In the litigation that has 
now developed, the Revenue Service 
has not sought to reduce or disallow 
the charitable contribution deduction 
but has disallowed the bond premium 
on the ground that there was no loss 
to the contributor of the type the stat- 
ute contemplated as a requisite for 
the deduction. The government has 
been successful in the Tax Court,”* 
but the taxpayers have recently won 


Tax Regulations relating to “bargain sales” 
or “bargain purchases.” Regs. Sec. 1.1001-1 
(e)(1) and 1.1015-4. 

*See in this connection a different ap- 
proach for the Wardwell case, cited at foot- 
note 20, based on treating only part of the 
contribution as a payment for an annuity, 
suggested by Rudick and Gray, cited at 
footnote 1, at p. 301, n. 109, As to payments 
to a charitable home for an annuity, see Rev. 
Rul. 58-303, 1958-1 CB 61. Cf. Rev. Rul. 
55-388, 1955-1 CB 233 (value of annuity 
exceeded “contribution” to charitable or- 
ganization). 

1954 Code Sec. 171 and 1939 Code Sec. 
125. An amendment in 1958 and changed 
economic factors have limited the use of 
this device. 

*=IRS News Release IR-138, 12/23/55, 
published as Notice, 1956-2, I. R. B. 12. 

* Maysteel Products, Inc., CCH Dec. 24,084, 
33 TC 1021 (1960), see footnote 29; Sadie S. 
Friedman, CCH Dec. 24,218, 34 TC 456 
(1960), see footnote 29; E. A. Gallun, CCH 
Dec. 24,192(M), 19 TCM 555 (1960), TC 
Memo. 1960-14, taxpayer on appeal to CA-7; 
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victories in the Courts of Appeals for 
the Seventh Circuit and the First Cir- 
cuit, as well as in a district court case.*® 

This, however, is not the end of the 
road, because the government appears 
determined to persist in its position. 
Without regard to the ultimate out- 
come of this particular controversy, 
the situation should give the respon- 
sible tax practitioner some pause. The 
government has clearly indicated that 
it will attack with vigor “tax gim- 
micks” in this field, even though char- 
ities have obviously benefited from 
the double inducement given to pur- 
chasers of these premium bonds. Sec- 
ondly, the use of devices which will 
cause such an obvious reaction upon 
the part of the government raises the 
question of how many of such devices 
may be used before a greater reaction 
on the part of the public or Congress 
may lead to “killing the goose that 
laid the golden egg.” 

The point that an extreme device 
may produce an extreme reaction, 
with perhaps greater restrictions on 
charitable giving plans than existed 
before, is illustrated by the fate of the 
so-called “Pomona Plan.” This in- 
volved a small but significant modifi- 
cation of an historic method of making 
contributions of property to charitable 
and educational institutions. In es- 
sence, the Pomona Plan involved the 
contribution of appreciated property 
(usually securities) to a charitable in- 
stitution as trustee, with provisions 
for paying the contributor a life in- 
come and for termination of the trust 
and the distribution of the principal 
to the institution upon the contribu- 
tor’s death ; however, since, in the case 
of trusts, tax-exempt income received 


(Footnote 28 continued ) 
Forrester A. Clark, CCH 24,406(M), 19TCM 
1535, TC Memo. 1960-277 (1960), taxpayer 
on appeal to CA-1; Herbert Humphreys, 
CCH Dec. 24,614(M), 20 TCM 41 (1961), 
TC Memo. 1961-9, taxpayer on appeal to 
Sixth Circuit. 

*® Maysteel Products, Inc. v. Commissioner, 


61-1 ustc J 9283, 287 F. 2d 429 (CA-7) rev’g 
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by the trust and distributed to a bene- 
ficiary retains its tax-exempt character 
in the hands of the beneficiary, the 
Pomona Plan, in varying forms, pro- 
vided for conversion of the contributed 
property to tax-exempt securities, 
with the result that the contributor 
obtained the tax benefits not only of 
avoiding capital gains tax on the ap- 
preciation in securities given, an imme- 
diate charitable contributions deduction 
for the value of the remainder interest 
to be enjoyed by the charitable insti- 
tution, but also of receiving tax-ex- 
empt income for the balance of his life. 


The Service at first issued rulings 
affirming the tax benefits stated above. 
The obvious tax advantages made the 
plan popular, resulting in its wide- 
spread adoption by many institutions 
and the advertisement of it and its tax 
savings. The attention of the Rev- 
enue Service to what was developing 
was caused not only by the publicity, 
but also by the fact that many re- 
sponsible tax advisers being concerned 
with the possible technical defects in 
the plan, requested rulings upon which 
contributors could rely and which 
would in effect tie the hands of the 
Service. In addition, it became evi- 
dent that, in some forms of the plan, 
institutions were creating an obvious 
issue by expressly providing, as a 
matter of contract, that the institution 
would sell the transferred property 
and invest the proceeds in tax-exempt 
securities, raising the question of 
whether to this extent the institution 
was merely an agent of the contribu- 
tor and the possibility that the sub- 
stance of the transaction was a sale 
by the contributor through his agent.*° 
and rem’g CCH Dec. 24,084, 33 TC 1021 
(1960); Fabrecka Products Company v. Com- 
missioner, 61-2 ustc 9 9678 rev’g and remd’g 
sub nom. Sadie S. Friedman, CCH Dec. 24,218, 
34 TC 456 (1960); Evans v. Dudley, 60-2 
ustc J 9701, 188 F. Supp. 9 (DC, Pa.), gov- 
ernment on appeal to CA-3. 

*” This is not a new issue although it ap- 

(Continued on following page) 
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The Revenue Service thereupon 
re-examined its position in the Pomona- 
type plan involving tax-exempt income, 
and it also has been conducting a re- 
examination of its position in cases 
involving contributions of property to 
a charitable institution where the con- 
tributor is to receive life income out 
of the trust funds of the institution.” 
In Rev. Rul. 60-370, the Revenue 
Service held that the “contributor” 
was considered in receipt of gain or 
income where the property was trans- 
ferred to a university which was un- 
der an express obligation to sell or 
exchange the appreciated property 
and to purchase tax-exempt securities, 
the income from which would be paid 
to the contributor. However, the rul- 
ing was not limited to a case in which 
there is an express obligation by con- 
tract. In fact, the ruling indicates 
that the Service may apply its position 
by going beyond the trust instru- 
ment to determine whether “there is 
an obligation, either expressed or 
implied.” 

Many questions can be raised as to 
the validity of the position of the 
Revenue Service in this matter and 
the soundness of the language used 
to express it.** For example, despite 
the language of the ruling, it could 
hardly have been intended by the 
Revenue Service, in striking down 
plans providing for conversion of con- 
tributed securities into tax-exempt 
securities, to apply the revenue ruling 
to every case in which a trustee simply 
out of his fiduciary obligation pur- 


(Footnote 30 continued) 

pears not to have been raised very often. 
See Magnolia Development Corporation, CCH 
Dec. 24,331(M), 19 TCM 934, TC Memo. 


1960-177 (1960), (contributor held 
on constructive receipt); Johnson v. Wise- 
man, 55-2 ustc $9621 (DC Okla.) (con- 
tributor held not ‘taxable on a pre-arranged 
sale of realty given to a charity). 

* The Service has stopped issuing rulings 
on such life income plans. Its examination 
of the matter apparently involves the treat- 
ment to be given to contributions involving 
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chases tax-exempt securities. It is 
quite clear, nevertheless, that the 
Revenue Service recognized that it 
was dealing with a situation in which 
it must retain some flexibility in its 
position and that merely to deny the 
tax benefits in the more obvious case, 
in which there is an express contract 
providing for conversion of contributed 
securities, would only give a blueprint 
to indirect methods of accomplishing 
the same results, 


The significance of the experience 
with regard to the Pomona-type plan 
is similar to the lesson learned from 
the cases involving contributions of 
premium bonds; namely that, a vio- 
lent reaction can be expected to methods 
of charitable contributions that go be- 
yond the mythical line which divides 
that which is considered permissible 
under the policy of encouraging char- 
itable contributions and that which 
goes too far. The ruling in the Pomona 
Plan indicates that the danger in go- 
ing “too far” is that the reaction of 
the Revenue Service is to push the 
line back and limit the areas of per- 
missible methods to an even greater 
degree than may have been the case 
before the method was devised and 
used. While no one can precisely 
state or diagram this line, it can be ex- 
pected that the Revenue Service will 
continue to attempt to establish a 
line and that its location may well 
depend on the manner in which tax- 
payers and their representatives ap- 
proach the subject of charitable giving. 


commingled trust funds. Cf. Rev. Rul. 61-175, 
1961-40 CB 8 Other problems in this 
field are indicated by the fact that the 
Service has recently ruled, in Rev. Rul. 
60-385, 1960-2 CB 77, that no deduction is 
allowed for charitable remainder where cap- 
ital gains may be distributed. This is dis- 
cussed in Brown, cited at footnote 5. 

* 1960-2 CB 203. 

* See, for example, Trautman, “Taxation 
of Gifts in Trust to Charities Reserving a 
Life Income Interest,” 14 Vanderbilt Law 
Review 597 (1961). 


TAXES —The Tax Magazine 





DEVELOPMENTS IN THE USE 
OF FOUNDATIONS 


Growth and Advantages 
of Foundations in General 


The mutual responsibilities of tax 
advisers and tax administrators is 
even more sharply indicated in the 
tax rules relating to charitable foun- 
dations. The growth of so-called 
“family foundations” or “company 
foundations” ** indicates that the 
foundation itself as well as charitable 
contributions, which we have hereto- 
fore been considering, have become 
important instruments in tax planning. 


The advantages of the so-called 
“private foundation” have been well 
publicized.** The tax advantages are 
(a) the creator can make deductible 
charitable contributions in high in- 
come years to have funds available in 
a foundation for charitable work that 
the contributor might not be able to 
support through deductible contribu- 
tions when its income is lower, and 
(b) a contributor may be able to 
cause charitable contributions to be 
made in excess of the applicable per- 
centage of income limitations (gener- 
ally 5 per cent of taxable income in 
the case of a corporation ; 20 per cent 
or 30 per cent of adjusted gross in- 
come in the of an individual) 
by having a foundation make contri- 
butions out of its income and/or 
principal in lieu of or in addition to 
those made by the contributor indi- 
vidually. Other advantages may lie 
in having a foundation to support 
particular types of charitable programs 


case 


* See statement of Congressman Patman, 
107 Congressional Record 13752 (August 7, 
1961) indicating that figures furnished him 
by the Treasury showed an increase in foun- 
dations and trusts filing returns on Form 
990-A increased from 12,295 for 1952 to 
45,124 for 1960. There could be many rea- 
sons for this increase. 

* Wormser, “The Charitable Trust (The 
Foundation) as an Instrument of Estate 
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and in the control of property or the 
investment of a foundation. 


New Standards for Charitable 
Foundations Under Treasury 
Regulations 


The most significant development 
in tax rules affecting foundations has 
been the promulgation by the Treas- 
ury Department of new regulations 
prescribing in considerable detail the 
requirements to be met by a founda- 
tion in order to qualify as “organized” 
and “operated” for exempt purposes.” 
Among the most important new poli- 
cies and procedures reflected in the 
regulations are the following: 


(1) The regulations set forth in 
considerable detail the “organiza- 
tional test” which must be met through 
proper articles (or other basic docu- 
ments of organization) of any new 
charitable organization presenting an 
application for exemption or any pre- 
viously created organization required 
to obtain a determination of exemp- 
tion after July 26, 1959. The regula- 
tions are very specific in providing 
that the matter of whether the or- 
ganization will meet the “organiza- 
tional test” will be determined from 
its basic documents and not from 
outside evidence as to the intention 
or manner of operation of the founders 
of the organization.*” The regulations 
also provide that the articles must 
(i) limit the purposes of the organiza- 
tion to one or more exempt purposes, 
and (ii) not expressly empower the 
organization to engage, otherwise 
than as an insubstantial part of its 
activities, in activities which in them- 


Planning,” 18 Ohio State Law Journal 219 


(1957); Sugarman, “Foundations Estab- 
lished for Corporate Giving,” New York 
University Fourteenth Annual Institute on 
Federal Taxation 77 (1956). 

* Treas. Dec. 6391, approved 6/22/59, 
1959-2 CB 139, prescribing regulations un- 
der Sec. 501(c)(3) and (4) of the 1954 Code. 

* Regs. Sec. 1.501(c) (3)-1(b) (1) (iv). 
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selves are not in furtherance of one 
or more exempt purposes.** The regu- 
lations also require either that the 
articles provide for distribution of 
assets on dissolution to a qualifying 
charitable organization or purpose or 
that the organization establish that 
the same will occur by operation of 
state law.*® 


(2) The regulations clarify the re- 
lationship between social welfare or- 
ganizations that qualify as charitable 
organizations (to which charitable 
contributions may be deducted) and 
social welfare organizations that qual- 
ify as civic organizations.*® In essence, 
the regulations recognize that social 
welfare organizations may be treated 
as charitable or educational organiza- 
tions, unless they engage in political 
activities to such an extent that they 
are considered “action organizations.” 
Within the category of social welfare 
organizations that may be exempt as 
charitable organizations, are those 
concerned with relief of the poor and 
distressed or of the underprivileged ; 
advancement of religion; advancement 
of education and science; erection or 
maintenance of public buildings, monu- 
ments, or works; lessening of the 
burdens of government; lessening 
neighborhood tensions; eliminating 
prejudice and discrimination; defend- 
ing human and civil rights secured 
by law; and combating community 
deterioration and juvenile delinquency. 


An “action organization” as defined 
in the regulations * includes not only 
organizations that fall afoul of the 
express statutory provisions against 
certain legislative and political activ- 
ities (that is, engaging in propaganda, 
or otherwise attempting, to influence 
legislation as a substantial part of its 
activities, or participating in a politi- 


* Regs. Sec. 1.501(c)(3)-1(b)(1) (i). 

* Regs. Sec. 1.501(c)(3)-1(b) (4). 

“The former are exempt under Sec. 501 
(c)(3) and the latter are exempt under Sec. 


501(c) (4). 
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cal campaign on behalf of or in opposi- 
tion to any candidate for public office) 
but also any organization whose main 
or primary objective or objectives 
may be attained only by passage or 
defeat of legislation and which ad- 
vocates or campaigns for the attain- 
ment of such main or primary objective 
or objectives (as distinguished from 
engaging in nonpartisan analysis, 
study or research and making the 
results thereof available to the public). 


(3) The third major policy area 
covered in the regulations involves 
educational organizations. In_ this 
connection the Treasury Department 
faced the issue of the treatment of 
organizations which attempt to “edu- 
cate with a point of view.” The regu- 
lations clarify the treatment of such 
organizations by indicating that the 
concepts applicable to social welfare 
organizations exempt as charitable 
are equally applicable to “educational” 
organizations. The regulations provide 
that an organization may be educa- 
tional even though it advocates a 
particular position or viewpoint so 
long as it presents a sufficiently full 
and fair exposition of the pertinent 
facts as to permit an individual or 
the public to form an independent 
opinion or conclusion.** The fact that 
an organization, in carrying out its 
primary purpose, advocates social or 
civic changes or presents opinion on 
controversial issues with the intention 
of molding public opinion or creating 
public sentiment to an acceptance of 
its views does not preclude such or- 
ganization from qualifying as an 
exempt charitable or educational 
organization so long as it is not an 
“action organization.” * 


(4) A fourth major area in which 
an issue was resolved under the reg- 


Sec. 1.501(c)(3)-1(d) (2). 
Sec. 1.501(c)(3)-1(c) (3). 
Sec. 1.501(c)(3)-1(d) (3). 
Sec. 1.501(c) (3)-1(d) (2) (last 


" Regs. 
” Regs. 
* Regs. 
“ Regs. 
sentence). 
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ulations is that concerned with busi- 
ness activities of exempt organizations. 
The proposed regulations appeared 
to adopt a position that an exempt 
organization could not engage in sub- 
stantial business activity, whether or 
not related to exempt purposes.** The 
final regulations ** reject this approach 
and state the following general prin- 
ciple: An organization may meet the 
requirements of an exempt charitable 
organization, although it operates a 
trade or business as a substantial part 
of its activities, if the operation of 
such trade or business is in further- 
ance of the organization’s exempt 
purpose or purposes, and if the or- 
ganization is not organized or operated 
for the primary purpose of carrying on 
an unrelated trade or business as 
later defined in the statute. 


For the practitioner, the regulations 
provide greater guidance than has pre- 
viously been given by the Treasury 
Department in published rules. Of 
course the regulations do not and 
cannot cover all the problems of ap- 
plication that will arise; much of the 
future work in this area will depend 
upon the attitude with which the reg- 
ulations are administered by the Rev- 
enue Service and the detailed rules 
it may develop. 


Motive as Factor in Qualification 
for Exempt Status 


A trend which appears to be de- 
veloping in positions taken by the 
Revenue Service is to scrutinize mo- 
tives to determine whether a founda- 


“Proposed Regs. Sec. 1.501(c)(3)-1(e) 
as published 24 Federal Register 1421, at 
p. 1423 (Feb. 26, 1959). 

* Regs. Sec. 1.501(c)(3)-1(e). 

* Regs. Sec. 1.501(a)-1(c). 

“Reiling, “Federal Income Tax and 
Charity: Two Years of Regulations and 
Rulings,” 5 New York University Conference 
on Charitable Foundations 245, 250 and fol- 
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tion is serving “private” purposes. The 
statute and the regulations of course 
place great stress upon the necessity 
of exempt purposes and, as previously 
indicated, the regulations specifically 
require the organization to have pur- 
poses limited to the exempt purposes 
under the statute. However, recent ar- 
guments of the Service indicate a 
developing concept of “charitable pur- 
poses” that may be very significant. 


In general, it has been thought that 
the “operational test” is satisfied if 
the net income of the organization is 
substantially devoted to charitable 
activities and there is compliance with 


the statutory requirement that “no 
part of its net earnings inures 


to the benefit of any private shareholder 
or individual” (meaning shareholder 
or individual in a private capacity un- 
related to exempt purposes *’). 


However, the Revenue Service is 
now scrutinizing the wperations of 
foundations to see if there are any 
selfish motives ** or private benefits 
even though the foundation does in 
fact carry out its principal purpose 
of making disbursements for exempt 
purposes. This goes beyond those 
cases in which a foundation may make 
payments to the creators of the foun- 
dation for property or services which 
are in the value received 
by the foundation ;*® in such cases 


excess of 


the express statutory provisions alone 
are sufficient to result in denial of the 
exemption either on the ground that 
the earnings are being improperly di- 
verted or there is a “prohibited trans- 


lowing (1961); Reiling, ‘Federal Taxation: 
What Is a Charitable Organization?” 44 
American Bar Association Journal 525 (1958). 

“See for example Teras Trade School v. 
Commisstoner, 59-2 ustc § 9786, 272 F. 2d 
168 (CA-5); Rev. Rul. 61-137, 1961-30 
I. R. B. 8 (cemetery company purchasing 
land from organizers for price based on 
earnings, not exempt). 
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action.” °° Rather, even in cases where 
the economic benefit to the foundation 
may be evident, nevertheless the is- 
sue may be raised as to whether the 
purposes of the foundation may be 
distinguished from the motives of 
those dealing with it. Thus, the Serv- 
ice has attacked both contributions 
and exemptions on the ground of 
identity with the creator of the or- 
ganization."' In a recent case, the 
Revenue Service imputed to a long- 
established charitable trust the mo- 
tives of persons who sold stock to 
that trust, with the result that a pur- 
chase which was very beneficial to 
the trust nevertheless resulted in its 
loss of exemption.®? While there are 
numerous decisions indicating that the 
motives of contributors and others 
outside the foundation do not require 
denial of exemption, since the purpose 
of the foundation is the real test,°*® 
nevertheless the trend of recent ac- 
tions in the Revenue Service requires 
every practitioner to use extreme care 


® Code Sec. 503. 

"See also Burroughs Corporation, CCH 
Dec. 23,865, 33 TC 389 (1959) (corporate 
charitable contribution disallowed where a 
recreation center was contributed and leased 
back to corporation which “controlled” chari- 
table trust). Compare Barber v. Edwards, 
55-1 uste § 9329, 130 F. Supp. 83 (DC Ga.) 
(control by family members immaterial) 
and Hope Charitable Foundation, 61-1 ustc 
7 9437 (DC Cal.) (exemption allowed even 
though the assets of the foundation con- 
sisted of the founder’s [Bob Hope] life 
story.) 

* Beeghly Fund, CCH Dec. 24,508, 35 TC 
490 (1960). The court held, however, that 
the trust did not have to pay tax because its 
income was deductible under Sec. 162(a) 
of the 1939 Code. 

* Ohio Furnace Company, CCH Dec. 21,314, 
5 TC 179 (1955), government’s appeal 
withdrawn 1956, (holding the Ohio Founda- 
tion exempt despite a purpose to buy stock 
from the founders); Estate of Ernest G. 
Howes, CCH Dec. 23,093, 30 TC 909 (1958), 
aff'd, 59-2 ustc J 9504, 267 F. 2d 382 (CA-1) 
(approving foundation for the benefit of a 
university and which was organized to acquire 
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to eliminate all aspects of selfish mo- 
tives of others that may be attributed 
to a foundation. 


Definitional Problems in ‘‘Business 


Income” of Exempt Organizations 


A specific problem in the Revenue 
Service’s examination of the concept 
of “charitable purpose” is the extent 
to which a foundation may engage in 
a “trade or business.” This is not a 
new problem. Congress sought to 
provide guidelines by adopting in 
1950°* a rule to the effect that an 
exempt organization can derive in- 
come from unrelated business activi- 
ties; but if it is primarily operated 
to conduct a trade or business for 
profit, it will not be exempt on the 
ground that all its profits are payable 
to one Or more exempt organizations.*® 
The regulations under the 1954 Code 
seem to state the principles of the 
1950 legislation with accuracy. 
However, the Revenue Service has been 
scrutinizing more and more the activ- 
ities of foundations that produce income 


stock in companies of sellers desiring to 
diversify holdings) ; Cummins-Collins Founda- 
tion, CCH Dec. 17,927, 15 TC 613 (1950) 
(foundation approved; organized to main- 
tain a fund used for purposes of the cre- 
ators); Knapp Brothers Shoe Manufacturing 
Corporation v. U. S., 56-2 ustc 99775, 142 
F. Supp. 899 (Ct. Cls.) (sale of stock of 
family business to exempt institution held 
bona fide sale); Shiffman Foundation, CCH 
Dec. 23,722, 32 TC 1073 (1959) (foundation 
borrowed money from creator at 5 per cent 
interest, held exempt); Alan Levin Founda- 
tion, CCH Dec. 20,953, 24 TC 15 (1955) 
(acq.) (foundation approved; bought whis- 
key receipts); Stevens Brothers and the Mil- 
ler Hutchinson Company, Inc., CCH Dec. 
21,205, 24 TC 953 (1955) (foundation charged 
with being a partner with company of 
founders; held for foundation); Dougherty 
v. Phinney, 61-1 ustc 99408 (DC Tex.) 
(exemption upheld for foundation for col- 
lege fraternity house). 

* 1939 Code Secs. 101 and 421 added by 
Sec. 301 of Revenue Act of 1950 (now 
1954 Code Secs. 501(b) and 511). 

* Code Sec. 502. 

* Regs. Sec. 1.501(c)(3)-1(e). 
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other than from passive investments 
and has taken a very broad approach 
to the conduct of a “trade or busi- 
ness.” Thus, the Service has looked 
askance at investment activities of a 
foundation as constituting a “trade 
or business” where apparently the 
Service has felt that the investments 
were of a speculative nature.* 


The Revenue Service now seems to 
subject to special scrutiny (for tax 
or unrelated business income or for 
denial of exemption) activities (1) 
that produce net income and/or (ii) 
are not an integral part of the or- 
ganization’s exempt purposes per se. 
An illustration is the recent Scripture 
Press Foundation case,** in which the 
court held that an organization for 
the publication of religious books is 
not entitled to exemption. While the 
court approached the case as one in- 
volving the question whether the 


“publishing business” was incidental 
to religious purposes, actually the case 


involved the question whether an or- 
ganization operating for exempt pur- 
poses but which made a profit in so 
doing can be exempt. The publishing 
of religious literature can certainly 
be a religious purpose. This case 
seems to have gone off on confusion as 
to the purpose of the organization. 
However, it reflects the test to which 
the Service is putting organizations to 
substantiate exempt purposes. In this 
respect the Scripture Press case may 
be merely in the same category as 


* See Sugarman and Pomeroy, “Business 
Income of Exempt Organizations,” 46 Vir- 
ginia Law Review 424, 435 (1960). 

* Scripture Press Foundation v. U. S., 
1961-1 ustc J 9196, 285 F. 2d 800 (Ct. Cls.); 
compare with Science and Research Founda- 
tion, Inc. v. U. S., 60-1 ustc 79252, 181 F. 
Supp. 526 (DC IIl.); cf. De LaSalle Institute 
v. U. S., 61-2 ustc ff 9609, 195 F. Supp. 891 
(D. C. Cal.) (held taxable on income from 
wine and a distillery as unrelated business 
income). 
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others in which the Service and the 
courts held there was a failure to 
prove the relationship between the 
questioned activity and the requisite 
exempt purposes.*® 


The recent successes of the Rev- 
enue Service in these cases indicate 
that there will be further testing and 
prodding into the degree of permis- 
sible trade or business activities of 
exempt organizations. This is an 
area in which it appears that there is 
a tendency to let some of the factors 
previously mentioned, such as eco- 
nomic pressures, distort concepts of 
the activities in which charitable or- 
ganizations may engage under the 
statute. The Revenue Act of 1950 and 
again the Treasury regulations issued 
in 1959 seem clearly to state a rule 
permitting exempt organizations to 
engage in trade or business activities 
(whether related or unrelated to the 
exempt purposes) unless engaging in 
unrelated trade or business activities 
becomes the primary purpose of the 
organization. The Revenue Service, 
in practice, seems unwilling to recog- 
nize this statutory scheme, and instead 
seems bent upon a concept that an 
exempt charitable organization can 
engage only in those activities which 
are exempt per se, and that any activ- 
ities which are not exempt per se 
will result in denial of exemption if 
substantial, even though they do not 
represent the primary purposes of 
the organization. 


* See, for example, John J. Cranley, Jr., 
CCH Dec. 24,609(M) 20 TCM 20, TC 
Memo. 1961-4 (medical research foundation 
not shown to have purposes other than for 
treatment of founder’s patients) and Rev. 
Rul. 61-158, 1961-36 I. R. B. 8 (organization 
conducting weekly lottery held not exempt) ; 
But see Inseco, Inc. (DC Tex., 1961) (or- 
ganization acquiring oil payments held ex- 
empt under Code Sec. 501(c)(2); Rev. Rul. 
61-153, 1961-33 I. R. B. 7 (association to 
screen insurance companies for PTA held 
exempt). 
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COURSE AHEAD: PLANNING IN 
LIGHT OF POSSIBLE NEW 
DEVELOPMENTS 


The developments we have been 
witnessing are merely illustrative of 
developments that are likely to be 
taking place with increasing tempo in 
the field of charitable giving. These 
developments will come because of 
greatly increased concern at the na- 
tional level of the Revenue Service 
as to the policies that should apply to 
charitable foundations and because 
the field service of Internal Revenue 
has been granted authority and pro- 
vided personnel for making examina- 
tions on a more intensive scale than 
heretofore. In addition, there is greater 
public interest in this subject arising 
through new state laws for reporting 
and accounting by foundations,®® the 
new rules permitting greater access 
to exempt organizations’ applications 
and returns filed with the federal gov- 
ernment,” and the growing interest 
of some segments of the business 
community in the activities of tax- 
exempt organizations. 


Congress has in the past indicated 
reluctance to legislate on controversial 
matters in the field of charitable giving.* 
However, it is possible that, of the 
many suggestions that have been 


“See Paffrath, “Public Reporting by 
Foundations,” 4 New York University Con- 
ference on Charitable Foundations 155 (1959) ; 
Wynn, “Reporting to the Government and 
to the Public,” 3 New York University Con- 
ference on Charitable Foundations 143 (1957). 

* Code Sec. 6104. A new regulation pro- 
vides for the furnishing of copies to mem- 
bers of the public upon request. Treas. Dec. 
6565, 1961-36 I. R. B. 14. 

* See statement of Congressman Patman 
in 107 Congressional Record 13751, at p. 
13753 (August 7, 1961) and 107 Congres- 
sional Record 17486 and following. (Septem- 
ber 7, 1961). 

“Since 1950, legislation affecting chari- 
table giving has liberalized some rules. There 
has been only limited legislation adverse to 
charitable giving; that is, the adoption of 
Sec. 170(b)(1)(D) denying the deduc- 
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made and that are now being made 
for legislation in this area, some of 
them may result in legislative action. 


The contribution of appreciated 
property to charity with the donor 
receiving a deduction for fair market 
value, has been the subject of pro- 
posals from time to time directed 
either to reducing the deduction to 
the amount of the donor’s basis or 
subjecting the donor to a tax on the 
appreciation.** President Kennedy’s 
recent recommendation on one aspect 
of this matter mav open the door for 
some legislation in this field. The 
President’s recommendation, as in- 
cluded in the study draft of the “Rev- 
enue Bill of 1961” issued by the Ways 
and Means Committee, is designed to 
reduce the charitable contribution de- 
duction by the amount that would 
result in ordinary income upon a sale 
in those situations where the taxpayer 
would be required to return depreci- 
ation to ordinary income upon a sale.* 


The Ways and Means Committee 
has also had before it two bills con- 
taining recommendations from its ad- 
visory groups which would also 
eliminate some of the advantages in 
connection with charitable gifts and 
trusts. One bill,®* would place char- 
itable beneficiaries at or near the 
bottom in the order of priority for 


tion for a transfer in trust with reversion 
to the grantor and Sec. 170(b)(4)_ re- 
ducing the deduction (to eliminate a double 
deduction) to the extent of advance interest 
paid on property given subject to a liability. 

**Committee on Federal Taxation, Amer- 
ican Institute of Accountants, Preliminary 
Recommendations for Amendments to the 
Internal Revenue Code of 1954, No. 22 
(October 14, 1955). This recommendation 
is not included in Recommendations for 
Amendments to the Internal Revenue Code 
submitted to House Ways and Means Com- 
mittee, American Institute of Certified Pub- 
lic Accountants, February 28, 1961. 

® Revenue Bill of 1961 (discussion draft), 
Sec. 7(c) proposing to add (e) to Sec. 170. 

“H. R. 9662, 86th Cong., 2d Sess. (Trust 
and Partnership Income Tax Revision Bill 


of 1960), Secs. 106 and 107. 
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allocating trust income to benefici- 
aries. This amendment is designed to 
prevent the use of trusts which dis- 
tribute corpus to taxable beneficiaries 
and income to tax-exempt beneficiaries, 
but the legislation could adversely af- 
fect trusts for which capital gains 
and income is being accumulated for 
charitable beneficiaries. Another bill * 
would eliminate the tax advantages 
of a charitable contribution of “Sec- 
tion 306 stock” by treating such a 
disposition as an event equivalent to 
a sale, thereby giving rise to ordinary 
income to the donor of Section 306 
stock. 

The recent activities of Congress- 
man Patman have also brought to the 
fore possible interest of some mem- 
bers of Congress in exploring the 
extent to which there may be legis- 
lation limiting the interest of founda- 
tions in business, or, the other side 
of the coin, the “control” of founda- 
tions by business or family interests.** 

There are very few clear lines point- 
ing the direction toward which the 
field of tax treatment of charitable 
giving is developing. The hope for 
clarification through legislation in 
1950 and through the regulations in 
1959 has not to this time developed 
increasing certainty in this field. To 
some extent this is due to the uncer- 
tainties in the Revenue Service as to 
doctrines to be followed; but to an 
even greater extent it is possibly due 
to the pressures that are building in 
this field, on the one side looking 
toward tax savings, and on the other 
side seeking to curb methods of char- 
itable giving on the grounds of rev- 
enue considerations, economic pressures 
and rationale as to the “proper’’ ac- 
tivities of charitable organizations. 





“ H. R. 13104, 86th Cong. 2d Sess. (1960), 
Sec. 6. 

* See in this connection the consideration 
given in 1950 to limit the deduction of con- 
tributions to “controlled” foundations, H. R. 
8920, 8lst Cong., 2d Sess., as reported by 
House Ways and Means Committee, Sec. 
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We have seen that extreme meas- 
ures in the form of devices to save 
taxes have brought extreme reactions 
from the Treasury Department in 
which the “cure” through a new rule 
may adversely affect the innocent as 
well as the “guilty.” Practitioners 
and tax administrators alike have a 
responsibility to keep their eye on the 
over-all objective of the statute which 
is to promote the use of funds for 
proper charitable purposes in the pub- 
lic interest. Controversy in this field 
is of little assistance to charitable 
organizations and therefore extremes 
in tax devices and extremes in narrow 
positions within the government tend 
to cause an economic cost to the dis- 
advantage of the over-all public pur- 
pose which is intended to be served. 


The danger lies that unless the 
practitioners and the government ad- 
ministrators alike put their houses in 
order by a reasonable approach to this 
whole situation, there may be further 
legislation which will not necessarily 
resolve the problems involved to any- 
one’s satisfaction. 


This field should not be character- 
ized by the tax risks and the “game 
theory” that is frequently present in 
tax decisions in business. It is one in 
which there should be greater efforts 
toward procedures and attitudes lead- 
ing to certainty and the ability to 
plan ahead. The procedures of the 
Revenue Service to a degree are of 
assistance to those who desire to 
plan ahead. As a practical matter, 
with the present day uncertainty and 
the developing concepts in the field 
of charitable giving, the practitioner 
is well advised to seek an advance 
ruling from the Service wherever that 


[The End] 


331 proposing to add Sec. 3810 to 1939 
Code. See also H. Rept. No. 2681 of 
the Special (Reece) Committee to Investigate 
Tax Exempt Foundations and Comparable 
Organizations, House of Representatives, 
83rd Cong., 2d Sess., at p. 6, and following 
(1954). 


is feasible. 
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Taxation of Real Estate 
Investment Trusts 


and Their Shareholders 


By H. CECIL KILPATRICK 


Kilpatrick, Ballard and Beasley; Washington, D. C. 


HE REAL ESTATE TRUST 

form of ownership originated in 
Massachusetts in the early part of the 
nineteenth century, because of limita- 
tions imposed by Massachusetts law 
on the corporate ownership of real 
estate. Under the standard form of 
organization, the shares of the bene- 
ficiaries of these trusts were evidenced 
by transferable certificates and title 
to the property was vested in the 
trustees, who were governed by a 
declaration of trust, which could be 
amended only by the vote of a sub- 
stantial majority (normally 75 per 
cent) of the shares. This permitted 
small, as well as large, investors to 
pool their funds and get equity inter- 
ests in real estate with centralized 
management and the safety of diversi- 
fication without the personal liability 
attached to partnership interests. Funds 
pooled in this way were largely re- 
sponsible for the development of 
3oston during its great period of 
growth in the nineteenth and early 
twentieth centuries, and of the Middle 
West and Far West. These trusts 
were responsible to a large degree for 
the early development of such cities 
as Detroit, Chicago, Minneapolis, St. 
Paul, Kansas City, Omaha, Duluth 
and Seattle. 


*This historical note is based upon a 


speech by Mr. John H. Gardiner, vice 
president and trustee of Real Estate In- 
vestment Trust of America, before the New 
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The trusts were formed continu- 
ously until the depression of the 
thirties. Upon emerging from that 
depression, they were faced with the 
severe income tax treatment dis- 
cussed below, and since that time 
many of them have been liquidated 
and few, if any, formed until enact- 
ment of the tax statute herein discussed. 


Along with the real estate invest- 
ment trusts there later appeared 
trusts of the same form to invest in 
securities. Many of the early mutual 
funds were so organized, in order to 
provide centralized management, di- 
versification of investment, limited 
liability for investors and readily trans- 
ferable shares of beneficial interest.? 


Income Tax Treatment 
from 1913 to 1936 


The Revenue Act of 1913 ? followed 
the pattern of taxing corporations on 
their income and also taxing the 
shareholders on corporate distribu- 
tions from earnings, making the cor- 
porate tax apply to “every corporation, 
joint stock company or association.” 
The income of trusts, on the other 
hand, which was distributable or dis- 
tributed to beneficiaries was taxed 
only to the beneficiaries, This pat- 
England Realtors’ Convention, June 28, 


1961. 
= 38 Stat. 172. 
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tern, insofar as the present discussion 
is concerned, was repeated in all sub- 
sequent acts. However, none of these 
statutes defined an “association” which 
was taxable as a corporation. All of 
the Commissioner’s regulations,’ prior 
to 1935, had consistently ruled that 
“where trustees hold real estate sub- 
ject to a lease and collect the rents, 
doing no business other than distribut- 
ing the income less taxes and similar 
expenses to the holders of their receipt 
certificates, who have no control ex- 
cept the right of filling a vacancy 
among the trustees and of consenting 
to a modification of the terms of the 
trust, no association exists and the 
cestui que trusts are liable to tax as 
beneficiaries of a trust the income of 
which is to be distributed periodically, 
whether or not at regular intervals.” 
This regulation was no doubt the re- 
sult of the 1919 decision in Crocker v. 
Malley, 1 ustc § 24, 249 U. S. 223, 
where the Supreme Court held that 
trustees who held title to a mill prop- 
erty, leased to the operating company, 
and merely collected and distributed 
the rents, did not constitute an associ- 
ation. The distinction seemed clearly 
drawn between such a passive type of 
operation and one where the trustees 
engaged in other more active types 
of business. 


Enterprising people, attempting to 
stretch the trust concept to more ac- 
tive operations, used this type of or- 
ganization to carry on many kinds of 
business, which led to attack by the 
taxing authorities and a substantial 
amount of litigation. Prior to 1935, 
the cases had held, with substantial 
unanimity, that Crocker v. Malley had 
drawn the line at the right place, and 
that such a Massachusetts trust which 


*See Article 1504 of Regs. 45, 62 and 69, 
and Article 1314 of Regs. 74 and 77. 

*See Hecht v. Malley, 1 uste J 93, 265 U. S. 
144, 159 (1924), and cases there discussed. 

* Morrissey v. Commissioner, 36-1 ustc 
7 9020, 296 U. S. 344; Swanson v. Commis- 
stoner, 36-1 ustc § 9021, 296 U. S. 362; 
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went into active business operations, 
as contrasted with the passive collec- 
tion and distribution of investment 
income, would be taxed as an associa- 
tion, and hence as a corporation, but 
that the passive type would continue 
to be taxed as a trust.* 


Morrissey and Related Cases 


However, in 1935, four cases®* in- 
volving this issue came to the Supreme 
Court, which persuaded the Court of 
the “need for a further examination 
of the Congressional intent” as to the 
meaning of “association.”® In the 
Morrissey case, the trust was formed 
to engage in the construction and 
operation of golf courses and club 
houses and the subdivision and sale 
of lots. In Combs the trust was to 
engage in oil well drilling and sale 
of gas and oil produced. The other 
two cases involved the ownership and 
operation of apartment houses. 


The government’s position in these 
cases was that the distinction between 
associations and trusts is between 
“business trusts on the one side” and 
other trusts “which are engaged merely 
in collecting the income and conserv- 
ing the property against the day when 
it is to be distributed to the bene- 
ficiaries” and that Congress intended 
that all “business trusts” should be 
taxed as associations.’ 


The Supreme Court, however, re- 
jected this operational test and on 
December 6, 1935, without specifically 
overruling Crocker v. Malley, substi- 
tuted an organizational test. Briefly 
stated, it was held that if a trust in- 
strument has the following charac- 
teristics, which give it a resemblance 








Combs, 36-1 ustc { 9023, 296 
U. S. 365; and Helvering v. Coleman-Gilbert 
Associates, 36-1 ustc J 9022, 296 U. S. 369. 
* Morrissey v. Commissioner, cited at foot- 
note, 5 at p. 356. 
* See footnote 6. 


Helvering v. 





to corporate form, the trust is taxable 
as an association: § 

(1) Title to trust property held by 
trustees ; 

(2) Centralized management by 


trustees, who act in much the same 
manner as corporate directors ; 


(3) Continuity of existence in case 
of death of beneficiary ; 


(4) Transferable beneficial inter- 
ests; and 


(5) Limited liability of beneficiaries. 


Revenue Act of 1936 


The decision in the Morrissey and 
related cases caused great consterna- 
tion on the part of investment trusts 
—both security and real estate invest- 
ment trusts—which under the regula- 
tions and decisions above noted, had 
not been subjected to the corporate 
tax. The trusts which confined their 
investments to stocks and bonds im- 
mediately appeared before the Senate 
Finance Committee and asked for leg- 
islative relief on the ground that these 
organizations served merely as con- 
duits to permit small investors a 
means of obtaining an interest in a 
diversified group of securities.® As 
a result, Section 48(e) of the Revenue 
Act of 1936 gave this conduit treat- 
ment to a “mutual investment com- 
pany” which was defined as “any 
corporation (whether chartered or 
created as an investment trust or 
otherwise) ... if . . . it is organized 
for the purpose of, and substantially 
all its business consists of holding, 
investing or reinvesting in stocks or 
securities.” 

Section 170(c) of the Revenue Act 
of 1942 changed “mutual investment 
company” to “regulated investment 





® Morrissey v. Commissoner, cited at foot- 
note 5, at pp. 359-361. 

*Senate Finance Committee hearings on 
H. R. 12395, 74th Cong., 2d Sess., pp. 776, 
and following, and p. 799, and following. 
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company,” which was defined as: 
“any domestic corporation (whether 
chartered or created as an investment 
trust or otherwise) . . . which at all 
times during the year is registered 
under the Investment Company Act 
of 1940 or which is a common 
trust fund ai 


These provisions have remained 
without substantial change in all sub- 
sequent revenue acts and now appear 
in Sections 851-855 of the Internal 
Revenue Code of 1954. 


1960 Legislation 


Section 10 of Public Law 86-779, en- 
acted September 14, 1960, which added 
Sections 856-858 to the Code, was 
designed to provide “substantially the 
same tax treatment for real estate in- 
vestment trusts as present law pro- 
vides for regulated investment com- 
panies.” *° That section has become 
popularly known as “the real estate 
investment trust act of 1960,” and will 
be hereafter referred to as the 1960 
Act. Real estate investment trusts 
will be sometimes called REITs. 


Tentative regulations under the 
1960 Act were published under notice 
of rule making in the Federal Register 
of January 20, 1961. Numerous writ- 
ten suggestions and objections to these 
tentative regulations were filed with 
the Commissioner and hearings were 
held thereon on March 8, 1961. At 
this writing final regulations have not 
been issued, but some comments will 
be made herein on the tentative 
regulations. 


As of August 1, 1961, 19 REITs 
had filed registration statements since 
the enactment of the 1960 Act, with 
public offerings of over $176 million, 


*H. Rept. 2020, 86th Cong., 2d Sess., 
p. 2. This report related to H. R. 12559 
which was passed by the House and there- 
after added by the Senate, without change, 
as Section 10, to the bill which became 
P. L. 86-779. 
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and seven such statements had be- 
come effective. 


General Structure of 1960 Act 


While running somewhat parallel 
to Sections 851-855 of the 1954 Code, 
relating to the taxation of mutual 
funds, the new act has a number of 
variations, some of which are ren- 
dered necessary by the difference be- 
tween the holding of corporate stocks 
and bonds, on the one hand, and real 
estate assets, on the other, which may 
be summarized as follows: 


(1) A corporation may not qualify 
as a REIT. The legislative history 
discloses no reason for confining this 
tax treatment to a trust with trans- 
ferable shares which otherwise would 
be taxed as an association. One may 
speculate that the Treasury opposition 
to broadening the coverage may have 
caused this restriction. The statute 
says clearly that a REIT is an “unin- 
corporated trust or an unincorporated 
association.” This implies that an 
association not in trust form may 
qualify, but the further requirement 
that it be managed by one or more 
“trustees” leaves this in doubt. 


(2) While the “mutual fund” (which 
we shall use as meaning the regulated 
investment company) is subject to no 
such limitation, Section 856(a) (4) 
and 856(b) provides that the REIT 
may not “hold any property for sale 
to customers in the ordinary course of 
its trade or business” at any time dur- 
ing the taxable year. This provision 
was designed to restrict the beneficial 
tax treatment to “passive” income, 
and prevent trusts which are in fact 
dealers or are engaged in “an active 
business enterprise” from qualifying.” 

"Source cited at footnote 10, at p. 5. 

® USCA, Title 15, Sec. 80-a-3(c)(1). 

*™ Under Sec. 856({c)(6), the term “inter- 
ests in real property” includes fee owner- 


ship and co-ownership of land and improve- 
ments and of leaseholds, but excludes min- 
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(3) Section 856(a) (5) requires that 
the REIT have at least 100 share- 
holders. This was apparently pat- 
terned on some theory of symmetry, 
on Section 3(c)(1) of the Investment 
Company Act of 1940,1* which ex- 
cludes from the term “investment com- 
pany” any issuer whose outstanding 
securities are beneficially owned by 
not more than 100 shareholders and 
which does not make a public offer- 
ing. The logic of including this limi- 
tation in the tax provisions is not 
clear, particularly since the stock own- 
ership rules of the personal holding 
company provisions apply to REITs 
under Section 856(a) (6). 


(4) Limitation on capital gains —In 
order to restrict the benefits of the 
1960 Act to “passive” income, Section 
856(c) (4) will disqualify the trust for 
any taxable year in which 30 per cent 
or more of its gross income is derived 
from the sale of (a) stock or securities 
held for less than six months, and 
(b) real property (including interests 
in real property),’* held for less than 
four years (unless as a result of in- 
voluntary conversion). This require- 
ment is somewhat like, but more strict 
than, that of Section 851(b) (3), which 
disqualifies a mutual fund if 30 per 
cent or more of its gross income is 
from sales of stock or securities held 
for less than three months. As in the 
case of the mutual funds,’* the tenta- 
tive regulations under the 1960 Act *® 
provide that losses may not be netted 
with gains in computing the percentage 
of gross income derived from such 
sales. 


(5) Profit sharing with tenant. — 
Other provisions designed to hold the 
conduit tax treatment to passive in- 
vestment income disqualify rents re- 


eral, gas and oil royalty interests. See, 
below, as to effect of local law in definition 
of “real property.” 

™ Regs. 1.851-2(b). 

* Tentative Regs. Sec. 1.856-2(c) (2) (iv). 
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ceived from a tenant whose rent is 
measured by his net profits (not gross 
receipts)*® or received from a tenant 
if the trust has a 10 per cent or more 
interest in the stock, assets or net 
profits of the tenant.*” 


(6) Property management and serv- 
ices to tenant. — Also to restrict the 
benefits to passive investment income, 
the trust must turn over to an “inde- 
pendent contractor’ (a term herein- 
after discussed in more detail) the 
actual management of rental proper- 
ties and the supplying of services to 
tenants. This is to insure that income 
derived from these operational sources 
will be taxable. 


Aside from these variations, the 1960 
Act follows substantially the same 
pattern as Sections 851-855 of the 1954 
Code relating to the mutual funds. A 
REIT which meets the act’s require- 
ments and conditions and which dis- 
tributes 90 per cent or more of its 
“real estate investment trust taxable 
income” during the taxable year *® 
will be taxed only on the amounts 
retained. “Real estate investment trust 
income” is computed by making the 
same adjustments to taxable income 
as in the case of the mutual funds, 
namely: *® 

(1) Capital gains are excluded. If 
distributed, they are taxed at capital 
gain rates to the shareholders.”° 

(2) The deduction for dividends re- 
ceived by the trust is now allowable. 

(3) The Section 561 deduction for 
dividends paid is computed without 
regard to capital gains. 

(4) The computation of tax on 
change of annual accounting period, 
under Section 443(b) shall not apply. 


(5) Net operating loss deductions 
under Section 172 are not allowable. 


The computation of net income and 
of the percentage distributed requires 
a most conservative approach by the 
trust. High mortgages, calling for sub- 
stantial principal payments, can cause 
difficulty, since payments on the prin- 
cipal debt are not deductible. Also, 
depreciation deductions, though deter- 
mined in the utmost good faith, may 
be reduced to such an extent on audit 
(when it is likely to be too late to 
make further qualifying distributions) 
that less than 90 per cent will have 
been paid out. The penalty is a 52 
per cent tax. The Treasury has been 
asked to provide by regulation that a 
change in depreciation deductions taken 
in good faith shall not have this 
disastrous effect. In any event, the 
trustees should make sure that no 
doubtful deduction item is of sufficient 
size to reduce the distributions below 
the 90 per cent. Another suggestion 
would be to enter into an advance 
agreement, under Section 167(d) of 
the Internal Revenue Code, on depre- 
ciation rates. 


Other Detailed Provisions 


Determination of Status.*'—— The 
trust must, throughout its taxable year, 
meet the requirements that: 


(a) It be managed by one or more 
trustees ; 


(b) It have transferable shares of 
beneficial interest ; 


(c) It be an organization which 
would otherwise be taxed as an asso- 
ciation ; 





* Code Sec. 856(d)(1). 

* Code Sec. 856(d) (2). 

& Dividends declared before the due date 
of the return and paid within 12 months 
after the close of the taxable year have the 
Same tax consequences to the trust as if 
they had been paid during the taxable year, 
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but are taxable to beneficiaries in the year 
received by them. Code Sec. 858. 

* Code Sec. 857(b). 

*If retained by the trust, its net long 
term capital gain is taxed at 25 per cent. 


** Code Sec. 856(d). 
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(d) It hold no property primarily 
for sale to customers.” 

The tentative regulations prohibit 
any power of control over the man- 
agement of the trust in the share- 
holders of the trust, “other than the 
right to elect trustees.” ** The evident 
purpose is to limit the application of 
the statute to those entities which are 
recognized as trusts rather than as 
partnerships under the common law 
tests of certain states.** Ironically, 
some states having jurisdiction over 
the sale of securities, in promulgating 
regulations concerning REITs, are 
requiring an increase in shareholder 
rights apparently beyond that permitted 
by the tentative Treasury regulations. 
In California, for example, the regula- 
tions of the Commissioner of Corpo- 
rations, effective May 17, 1961, require 
annual election of trustees by the 
shareholders, and provide for termi- 
nation of the trust at any time by a 
majority of the shareholders, and pro- 
hibit any change in the declaration of 
trust without the vote or written con- 
sent of such majority. It is at least 
questionable whether such powers in 
the shareholders will square with the 
Treasury regulations. However, a 
California statute *° defines a real es- 
tate investment trust as “an unincor- 
porated trust or association which 
complies with or intends to comply 
with” the 1960 Act as presently exist- 
ing or hereafter amended. Presum- 
ably, therefore, if the final Treasury 
regulations conflict with the May reg- 
ulations of the California Commis- 
sioner of Corporations, the latter will 
be amended, in view of the July stat- 
ute, and also since the corporation 
regulations conclude with a statement 
that the rules “are subject to excep- 
tion in any case in which applicant 
shows that any procedure different 


from that set forth above .. . is neces- 
sary to comply with applicable Treas- 
ury Department regulations.” 


On the other hand, the requirement 
that the beneficial ownership be held 
by 100 or more persons need be met 
only during 335 days (or approxi- 
mately 11 months) of a 12-month tax- 
able year or during a proportionate 
part of a shorter taxable year. 


The tentative regulations throw no 
light on the question of what restric- 
tions, if any, may be placed upon the 
free transferability of shares. The 
regulations relating to “associations” 
provide that, while there must be “free 
transferability of interests,” if a share- 
holder must first offer his shares to 
other members before transferring it 
to an outsider, this will be permitted 
as a “modified form of free transfer- 
ability.” °° In the case of the REIT, 
the unrestricted right to transfer shares 
might seriously affect, if not destroy, 
the conduit type of tax treatment. 
Such a transfer might disqualify the 
trust if it results in the ownership of 
more than 50 per cent of the shares 
by five or fewer individuals, under 
Section 856(a)(6); or it might dis- 
qualify rents if the transfer, under the 
attribution rules, results in the trust 
having an interest of 10 per cent or 
more in a tenant, or results in a 35 
per cent common ownership of the 
trust and the building manager. The 
Treasury has under consideration a 
proposal that the regulations permit 
the trust to refuse to recognize a 
transfer, and to redeem shares actually 
transferred, if the transfer would have 
any of these adverse effects. 


Election to be taxed as a REIT.— 
Like the mutual funds, the REIT, 
under Section 856(c)(1) must file, 
with its return for the first year in 





“If the trust has an interest in a partner- 
ship which holds property for sale, Section 
1.856-3(g) of the tentative regulations treat 
the trust as owning its allocable part of 
such property for the same purpose. 


Federal Tax Conference 


* Tentative Regs. Sec. 856(d)(1). 

* See footnote 46. 

* Assembly Bill 2453, enacted July 20, 
1961. 

** Regs. Secs. 301.7701-2(e). 


1047 





which it so elects, a written election 
to be taxed in this way. Having so 
elected, it may not thereafter change. 
The only permissible method of elec- 
tion is for the REIT to compute its 
taxable income as such in the re- 
turn for the first year to which the 
election is applicable.2” An existing 
REIT with net loss carry-overs of 
sufficient amount would postpone this 
election until the full benefit of the 
carry-overs is obtained. 


The gross income requirements.— 
Under Section 856(c), there are two 
income tests. The first is that at 
least 75 per cent of the trust’s gross 
income must be derived from what 
may be considered real estate invest- 
ment sources, namely: 


(a) Rents from real property ; ** 
(b) Real estate mortgage interest; 


(c) Gains from sale of real prop- 
erty, or interests therein, on real es- 
tate mortgages ; 

(d) Dividends from, and gain on 
sale of shares in, other qualified 
REITS; and 

(e) Real estate tax abatements and 
refunds. 


The second income requirement is 
that at least 90 per cent of gross in- 
come must be from these real estate 
investment sources and dividends and 
other interest. As stated by the 
Ways and Means Committee in its 
report,” this is substantially the same 
as the present 90 per cent test pro- 
vided for regulated investment com- 
panies by Section 851(b)(2) of the 
Code, except for the addition of the 
income from real estate sources. The 
net result is that at least 75 per cent 
of gross income must be from real 


* Tentative Regs. Sec. 1.856-2(b). 

* Sec. 1.856-3(g) of the tentative regula- 
tions provides in substance that if the 
REIT has an interest in a partnership 
which has real estate rental income, the 
REIT’s share of such income shall be so 
treated in its hands. 

* See footnote 10. 
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estate sources; and if income from 
those sources is more than 75 per 
cent but less than 90 per cent of gross 
income, the difference must come 
from the same sources as in the case 
of the mutual funds, namely, divi- 
dends, interest and gains from the 
sale of securities. 


Diversification.—Section 856(c) (5) 
is obviously intended to parallel the 
provisions of Sections 851(b) (4) and 
851(d). Section 851(b)(4) disquali- 
fies a mutual fund unless, at the close 
of each quarter of the taxable year, at 
least 50 per cent of the value of its 
total assets is represented by (1) 
cash, cash items, government securi- 
ties and securities of other mutual 
funds; and (2) other securities, pro- 
vided it may not have in this second 
category more than the value of 5 
per cent of its total assets in the se- 
curities of any one issuer nor own 10 
per cent or more of the stock of one 
issuer. In this respect, the rules re- 
lating to the REIT are that at least 
75 per cent of the value of its total 
assets must be represented by “real 
estate assets,” *° cash, cash items and 
government securities, and not more 
than 25 per cent can be represented 
by other securities, with the same 5 
per cent and 10 per cent limitations. 

These diversification requirements, 
like those of Section 851(b) (3) in the 
case of mutual funds, must be met at 
the close of each quarter of the tax- 
able year. However, the 1960 Act 
parallels Section 851(d) in providing 
(1) that if a discrepancy between the 
trust’s various investments and these 
requirements does not result from the 
acquisition of property during the 


”“Real estate assets” means “real prop- 
erty (including interests in real property 
and interests in mortgages on real prop- 


erty) and shares . . . of other real estate 
investment trusts which meet the require- 
ments of this part.” Sec. 856(c)(6)(B). 
See below as to effect of local law on defi- 
nition of “real property.” 
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quarter-year in question, the trust 
will not lose its status because of 
such discrepancy; and (2) the trust 
otherwise will have 30 days after the 
close of that quarter to cure the dis- 
crepancy. 

The term “real estate assets,’ as 
has been noted, includes shares in 
other qualified REITs. In dealing 
with the diversification requirements, 
the tentative regulations state * that 
if Trust Z owns shares of Trust Y, 
these may be included in Z’s real 
estate assets at the end of any given 
quarter if, at that time, Y is a quali- 
fied REIT, but that if Y ceases to be 
a qualified REIT “at any time during 
the taxable year” Z may not include 
Y’s shares as real estate assets (for 
purposes of the diversification test) 
“as of the close of any quarter of such 
taxable year as long as the disquali- 
fication exists.” Since Y might be- 
come disqualified on a number of 
grounds, without Z’s knowledge, wis- 
dom would dictate that Z limit its 
holdings of Y shares to a point where 
the disqualification of those shares as 
“real estate assets” cannot endanger 
Z’s ability to meet the diversification 
requirements. 


The tentative regulations do not 
define the term “total assets.” Clari- 
fication is needed as to the treatment 
of property subject to a mortgage, or 
to a tax lien or a mechanic’s lien. The 
statutory language does not indicate 
an intention to count only the net 
assets, and a net asset interpretation 
would subject the trust to the undue 
burden of numerous recomputations 
throughout the year to determine 
such matters as whether the arrival 
of the real estate tax lien date in a 
particular state will automatically put 
the trust in possible violation of the 
diversification rules. 

™ Sec. 1.856-3(f). 

* Code Section 856(d). 


“See discussion, below, of attribution 
rules applicable in determining ownership. 
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The definition of “rents from real 
property.” **—As already mentioned, 
one of the basic requirements for 
qualification of a REIT for the con- 
duit tax treatment is that, both for 
the 75 per cent and the 90 per cent 
income tests, only “rents from real 
property,” as defined in the statute, may 
be counted. There are three varia- 
tions from dictionary definitions of 
the quoted language. 


Profit-sharing and proprietary inter- 
est in tenant.—If the determination of 
the amount payable by the tenant de- 
pends, in whole or in part, on “the 
income or profits derived by any per- 
son from such property,’ such amount 
will not be counted as “rents from 
real property.” However, the statute 
expressly provides that this taint 
does not attach to rents based upon a 
percentage of “receipts or sales,” as 
distinguished frum a profit-sharing 
arrangement. If the trust owns, di- 
rectly or indirectly,** 10 per cent or 
more of the stock of a corporate 
tenant, or an interest of 10 per cent 
or more in the assets or net profits 
of a noncorporate tenant, rents re- 
ceived from that tenant will not 
qualify as “rents from real property.” 


The tentative regulations have been 
criticized as going outside the statute 
in these respects: 


(a) If the prime tenant sublets any 
part of the premises to another on a 
profit-sharing basis, the prime ten- 
ant’s rents (though having no rela- 
tion to his profits or income) will be 
disqualified.** 

(b) Where the tenant pays a fixed 
rent, but agrees to pay additional 
amounts measured by his profits if 
the profits exceed a stated amount, 
the fixed rent is disqualified whether 
or not the “overage” develops.* 


“Tentative Regs. Sec. 1.856-4(b)(1). 
* See footnote 34. 





(c) An allocable part of the prime 
tenant’s rents are disqualified, even 
though the trust has no interest in 
the tenant, if there is a subletting of 
part of the premises to a subtenant in 
which the trust has a 10 per cent in- 
terest.*° 


If not changed, these regulations 
would impose on the trustees the bur- 
den of prohibiting subletting until 
they could review all the provisions 
of subleases and investigate the re- 
lationship between the subtenant and 
the shareholders of the trust. Such a 
construction seems highly inconsist- 
ent with the statutory aim that the 
trustees have only a passive relation- 
ship to the trust property. One re- 
markable aspect of the tentative 
regulations is the use of the example 
of a corporate subtenant in which the 
trust has a 15 per cent ownership. 
Such a percentage would violate the 
diversification rule (discussed above), 
under Section 856(c)(5). As a prac- 
tical matter, therefore, this regulation 
could have application only to cases 
where the trust owns exactly 10 per 
cent of the subtenant’s stock. If it 
owned less, Section 856(d)(2) would 
not apply; and if it owned more, the 
trust would be disqualified by Section 
856(c) (4). 


Services to tenants and management 
or operation of property by the “inde- 
pendent contractor.”—Section 856(d) 
(3) also disqualifies as “rents from 
real property” any amount received 
with respect to property if the trust 
“furnishes or renders services to the 
tenants of such property, or manages 
or operates such property, other than 
through an independent contractor 
from whom the trust itself does not 
derive or receive any income.” The 
term “independent contractor” is, for 
the purposes of this provision, given 
a clear definition, as meaning: 


(A) A person who does not own, 
directly or indirectly, more than 35 
per cent of the shares of the trust; or 


(B) if a corporation, not more than 
35 per cent of its stock (or if not a 
corporation not more than 35 per cent 
of the interest in its assets or net 
profits) is owned, directly or indirectly, 
by persons owning 35 per cent or 
more of the trust’s shares. 


The rationale of this restriction is 
reasonably clear. If the same per- 
sons had a controlling interest in the 
management company and in the 
trust, the temptation would be to 
hold down the taxable income of the 
management company, by inadequate 
charges, thus swelling the net income 
of the trust which would be tax-free 
in its hands if distributed to share- 
holders. The tentative regulations, 
however, contain a provision which 
has been criticized by practically all 
those who appeared at the hearings, 
as being an indirect and unauthorized 
limitation on this definition of “inde- 
pendent contractor.” In defining the 
term “trustee,” these regulations say: *” 


“Furthermore, a trustee of a real 
estate investment trust may not be 
an officer or employee of, or have any 
direct or indirect proprietary interest 
in, any independent contractor which 
furnishes or renders services to the 
tenants of the trust property or man- 
ages or operates such property.” 

Critics of this provision of the 
tentative regulations point out that 
the term “independent contractor” is 
a term of art, specifically defined in 
the statute; that there is nothing in 
the statute which prohibits connec- 
tion between a trustee and a contractor 
which meets that statutory definition ; 
and that this restriction is, in effect, 
therefore, an unauthorized attempt to 
regulate the trustee’s activities. It is 
to be noted that, when Congress 





* Tentative Regs. Sec. 1.856-4(b) (2). 
* Tentative Regs. Sec. 1.856-1(d)(1). 
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dealt with the regulation of the mu- 
tual funds, it restricted the connection 
between investment advisers and the 
funds only to the extent of providing 
that not more than 60 per cent of the 
fund’s directors could have an inter- 
est in the advisory group,** which 
offers a precedent if and when regu- 
lation of REITs in this respect is 
deemed necessary. As a _ practical 
matter, investors in the shares of 
REITs would expect some, if not all, 
of the trustees to be experienced in 
the management of rental properties. 
If, in addition, one or more of the 
trustees were active in the manage- 
ment of the trust properties, this 
should be an added protection to the 
investor, as some assurance that the 
property would be managed intelli- 
gently. If such a trustee were to at- 
tempt either tax avoidance by having 
the management company  under- 
charge for its services, or over-reach- 
ing by charging too much for such 
services, the Commissioner has the 
remedy at hand under Section 482.* 


The provisions as to rendition of 
services to tenants and as to manage- 
ment and operation of rental prop- 
erty by the independent contractor 
were stated by the report of the Ways 
and Means Committee * to be de- 
signed to assure that the bulk of the 
trust’s income “is from passive in- 
come sources and not from the active 
conduct of a trade or business.” The 
committee further said: 


“A second restriction, intended to 
limit the definition of rents from real 
property to those of a passive nature, 
excludes from the definition amounts 
where the trust directly furnishes or 
renders services to the tenants or 
manages or operates the property. 
However, the bill permits these serv- 
ices, Or management or operation of 
the property to be provided through 
an independent contractor. The in- 


dependence of the contractor is as- 
sured by providing that: The trust 
may not receive any income from the 
contractor; the contractor may not 
own more than a 35 per cent interest 
in the trust; and not more than 35 
per cent of the stock (or voting 
power) of a corporate contractor (or 
interest in the assets and profits if 
not a corporation) can be held by a 
person or persons holding a 35 per 
cent or greater interest in the trust.” 


The tentative regulations, above- 
mentioned, have been widely criticized 
as imposing unjustified restrictions 
on the right of the trustees to provide 
such services and property manage- 
ment “through an independent con- 
tractor,” in the following respects: 


(1) The regulations provide ** that 
maintenance and repairs of the trust 
property, the cost of which is de- 
ductible under Section 162, must be 
“controlled and paid for by” the inde- 
pendent contractor, which indicates 
that the decision as to what repairs, if 
any, should be made is for the con- 
tractor and that he must bear the 
expense. The result would inevitably 
be that the contractor would raise his 
charges by an amount to insure him- 
self against necessary but unforesee- 
able repairs, and would be in a position 
to refuse to make necessary repairs, 
permitting the property to deterio- 
rate without regard to the interests of 
the tenant or the owner. 


(2) The statute says that the inde- 
pendent contractor must be one “from 
whom the trust itself does not derive 


or receive any income.” The clear 
intent is that the trust may not have 
any proprietary interest in the con- 
tractor or any right to share in the 
contractor’s profits, which are derived 
from managing the property and 
rendering services (such as elevator 
operation and cleaning) to tenants. 





*15 USCA 80a-10(a). 
” See GCM 2856, VII-2 CB 128, 


Federal Tax Conference 


” See footnote 10. 
“ Tentative Regs. Sec. 1.856(4)(b) (3). 
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The tentative regulations have been 
criticized as going beyond this con- 
cept in two respects: In the first 
place, they provide * that the trust 
may not receive any rent from the 
contractor, which means that the 
contractor may not be a tenant of the 
trust, even though he pays the going 
rate for space occupied. This pro- 
vision appears to have no statutory 
basis, nor does there appear to be any 
policy reason for it. Furthermore, the 
same section of the tentative regula- 
tions contains the following some- 
what ambiguous provision: 

“If any services are performed for 
tenants, such services must be per- 
formed by, and the charges therefor 
(whether such charges are separately 
paid or included in the amount paid 
as rent) must be included in the in- 
come of an independent contractor.” 

Since rents are never broken down 
between the charge for space occu- 
pied and the charge for elevator 
and/or janitor service customarily 


supplied to tenants, a requirement 
that there be such a segregation, with 
the portion attributable to elevator 
and janitor service going to the con- 
tractor and the balance to the trust 
would be unrealistic and unworkable. 


The customary and universal type 
of arrangement between the owner 
of rental property and a truly inde- 
pendent property manager should 
meet the letter and spirit of these 
statutory requirements. That ar- 
rangement is to pay the manager 
either a fixed fee or, more often, a 
percentage of the gross rents, with 
the owner having the sole discretion 
as to repairs, upkeep and improve- 
ments for which he pays. 


Attribution rules—The Personal 
Holding Company Test.—Section 856 


“” Tentative Regs. Sec. 1.856-4(b) (3). 

“The term “stock” includes shares in an 
association, 1954 Code Sec. 7701(a)(7). 

“This is intended as a mere outline of 
these attribution rules, as a complete dis- 
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(a) (6) provides that a REIT, among 
other things, is one “which would not 
be a personal holding company (as 
defined in Section 542) if all its gross 
income constituted personal holding 
company income (as defined in Sec- 
tion 543).” The committee report 
translates this involved language into 
basic English, namely, that “no five 
individuals may directly or indirectly 
own more than 50 per cent of the 
trust.” Even this is an over-simplifi- 
cation. The ownership restriction in 
question (Section 542) applies only 
to ownership “at any time during the 
last half of the taxable year,” and 
Section 544 spells out what is meant 
by “directly or indirectly own.” Un- 
der the rules there laid down: 


(1) Stock ** owned by a corpora- 
tion, partnership, estate or trust is 
considered as being owned propor- 
tionately by the shareholders, part- 
ners, or beneficiaries ; 


(2) An individual is deemed to 
own stock owned by his brothers, 
sisters, spouse, ancestors, lineal de- 
scendants and partners. 


Rents from real property.—As pointed 
out above, ownership by the trust of 
an interest of 10 per cent or more 
in the stock, assets or net profits of 
a tenant will disqualify the rents for 
conduit treatment, and a common 
ownership of more than 35 per cent 
of the trust and the “independent 
contractor” will disqualify rents from 
the property managed by such con- 
tractor. Section 856(d)(3) further 
provides that the determination of 
ownership of these interests shall be 
governed by the attribution rules of 
Section 318(a), with one modifica- 
tion, with this result: ** 


(1) An individual is considered as 
owning the stock of his spouse, chil- 


cussion of them is outside the scope of this 
paper. However, these rules, including the 
“double attribution” under Sec. 318(a)(4), 
need careful examination in connection with 
the organization and operation of REITs. 
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dren, grandchildren, and parents (but 
not brothers or sisters) ; 

(2) Shares owned by a partnership 
or estate are considered as owned 
proportionately by partners or bene- 
ficiaries ; and shares owned by a part- 
ner or beneficiary are considered as 
owned by the paiinership or estate; 


(3) Shares owned by a trust are 
considered as owned by the bene- 
ficiaries in proportion to their actu- 
arial interests in the trust; shares 
owned by a beneficiary, unless his 
interest is a remote contingent inter- 
est (that is, 5 per cent or less of the 
value of the trust property), are con- 
sidered as owned by the trust; and 


(4) If a person owns 10 per cent or 
more of a corporation’s stock, he is 
considered as owning the same per- 
centage of shares owned by the cor- 
poration; and the corporation is con- 
sidered as owning his shares. 


The impact of local law.—Definition 
of real property.—As has been noted, 
the 1960 Act defines “real estate as- 
sets” and states that the term “in- 
terests in real property” includes 
certain things, but does not define 
“real property.” A definition is of 
importance in connection with the 
determination of what are rents from 
real property and for application of 
the diversification rules. The tenta- 
tive regulations ** have this to say: 

“(d) Real property. The term ‘real 
property’ means land or improvements 
thereon, such as buildings or other 
inherently permanent structures there- 
on (including items which are struc- 
tural components of such buildings or 
structures). In addition, the term 
‘real property’ includes interests in 
real property and interests in mort- 
gages on real property. The term 
‘mortgages on real property’ includes 
mortgages on leaseholds of land or 





“ Tentative Regs. Sec. 1.856-3(d). 
“An excellent analysis of the laws of the 
various states appears in the July 1961 issue 


Federal Tax Conference 


improvements thereon. Local law 
definitions will not be controlling for 
purposes of determining the meaning 
of the term ‘real property’ as used in 
Section 856 and the _ regulations 
thereunder. The term includes, for 
example, the wiring in a_ building, 
plumbing systems, central heating 
or central air conditioning machinery, 
pipes, or ducts, or other items which 
are structural components of a build- 
ing or other permanent structure. 
The term does not include assets ac- 
cessory to the operation of a busi- 
ness, such as machinery, printing 
press, transportation or office equip- 
ment, refrigerators, individual air 
conditioning units, grocery counters, 
furnishings of a motel, hotel or office 
building, etc., even though such as- 
sets may be termed fixtures under 
local law.” 


This provision has been criticized 
as inviting litigation over whether a 
particular fixture or structure is to be 
treated as real property, and, if not, 


the method of allocating values and 
rents; as to whether the examples of 
“structural components” is sufficiently 
comprehensive; and, more particularly, 
as ignoring the settled law of the 
situs as to fixtures which are to be 
treated as part of the realty. Since 
local law is governing in other areas, 
it is hoped that the regulations, in 
their final form, will provide a clearer 
and more practical definition, that 
taxpayers will understand and with 
which they can operate without un- 
necessary difficulty. 


The status of the trust under local 
law.—While the so-called Massachu- 
setts business trust has attained a 
definite status under the laws of some 
states, other state laws raise substan- 
tial problems, entirely apart from tax 
considerations.*® 
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For example, in some states, the 
statutes appear to limit the creation 
of express trusts to specific situations, 
not including the purposes of a REIT. 
In others, the beneficiaries are held 
liable as partners, in some cases de- 
pending on the degree of control ex- 
ercised over the trustees by beneficiaries. 
The tentative regulations under the 
1960 Act *? provide that an organiza- 
tion which is considered a limited 
partnership cannot qualify as a REIT. 


In other states, the life of such a 
trust is limited to a specific term of 
years, or to lives of persons in being 
plus 21 years. 


Since passage of the 1960 Act, in a 
number of states where the law as to 
the status of REITs and their bene- 


How To Read a 


By DAVID W. RICHMOND 
Miller and Chevalier; Washington, D. C. 


HIS PAPER has nothing to do 

with rapid reading. It has very 
little to do with the ordinary rulings 
issued by the Internal Revenue Serv- 
ice. Instead, it is concerned with 
some of the unusual problems which 
arise in the use and interpretation of 
rulings on proposed transactions in 
the income tax area. The fact that 
the problems are unusual makes them 
generally more difficult and certainly 
makes it important that every tax 
practitioner have them in mind. 

(1) Can you always rely on a pub- 
lished ruling when it appears that the 
facts in the ruling are in all substan- 
tial respects the same as the facts in 


(Footnote 46 continued) 

ness Law of the American Bar Association. 
However, that article was written before 
adoption of some of the state enabling acts 
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ficiaries was either hostile or uncer- 
tain, laws have been enacted to permit 
their operation in order to take ad- 
vantage of the federal tax provisions. 
Among these are the states of Cali- 
fornia, Georgia, Kansas, New York, 
South Carolina, Tennessee and Texas. 
The State of Washington adopted 
such a statute even prior to the 1960 
Act. 


It is beyond the scope of this paper 
to analyze these statutes or the laws 
of other states in this regard. How- 
ever, it is obvious that a REIT should 
not be created in, or acquire property 
in, any state without a preliminary 
study of the local law as affecting its 
status and operations and the liability, 
if any, of its shareholders for the 


REIT’s obligations. [The End] 


Ruling 


your case? Well, nearly always. The 
policy of the Service is clearly stated 
in Rev. Rul. 54-172 (1954-1 CB 394)— 
“With respect to rulings published 
in the Internal Revenue Bulletin, it is 
the general policy of the Service that 
taxpayers may rely upon such rulings 
in determining the rule applicable to 
their own transactions and need not 
request a specific ruling applying the 
principles of the published ruling to 
the facts of the taxpayer’s particular 
case where otherwise applicable.” 
Most published rulings, however, 
are based on letter (unpublished) 
rulings issued to a particular taxpayer 
in response to a specific request made 


hereinafter mentioned, and does not discuss 
their effect. 


“ Tentative Regs. Sec. 1-856-1(d) (1). 
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by him, or on a request for technical 
advice by a field office of the Service 
on a specific case. In publishing a 
ruling, the Service is required by stat- 
ute to state the facts in such a way as 
not to identify the taxpayer whose 
case was considered in the basic un- 
published ruling. It must also conceal 
any confidential, personal and business 
information. This necessary editorial 
restraint may mean in a few instances 
that all the facts on which the con- 
clusion is based are not published. Rev. 
Rul. 54-172 has this note of caution: 


“Since each ruling represents the 
conclusion of the Service as to the 
application of the law to the entire 
state of facts involved, revenue offi- 
cials and others concerned are cau- 
tioned against reaching the same 


conclusion in other cases unless the 
facts and circumstances are substan- 
tially the same.” 


How can the practitioner be sure 
he can follow a published ruling and 
be perfectly safe in the transaction he 
is considering? If his transaction in- 
cludes an important fact not men- 
tioned in the ruling, he may decide to 
ask for an informal conference with 
the Rulings Division of the national 
office. There is no assurance that such 
a conference will be granted, but if it 
is, the Service conferee can consult 
the file on the basic ruling and per- 
haps put to rest any fear that there 
may be a fatal variance between the 
facts stated in the published ruling 
and the proposed transaction under 
consideration. If the practitioner can 
get no satisfaction from such a con- 
ference, he will probably decide to ask 
for a ruling on his particular facts. 

(2) Can you ever rely on an un- 
published letter ruling issued to an- 
other taxpayer? I think the answer 
you would get if you asked the Com- 
missioner would be no. But the facts 
of life are such that the answer some- 
times seems very difficult. Suppose 
that an unpublished ruling—one not 
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officially published in the Internal 
Revenue Bulletin—is published by 
one of the tax services or that it is 
passed on by the taxpayer receiving it 
to others who are contemplating simi- 
lar transactions. If the second tax- 
payer puts his transaction together 
so that it appears in all essential re- 
spects to be like the first one, can he 
safely assume that it is not necessary 
to get a ruling? No, the only safe 
procedure is to ask for a ruling, even 
though it is expected that it will be 
exactly like the one already issued. 
Then bear in mind that the second 
ruling may not be exactly like the 
first. The Service does not look with 
favor on the argument in support of 
a ruling request that it has already 
issued a ruling to another taxpayer 
in a similar case. There may be subtle 
differences in the facts which are im- 
portant in the Service thinking—even 
though they do not appear important 
or controlling to the applicant—that 
may result in no ruling or an adverse 
ruling being issued in the second 
case. If, in spite of admonitions of 
the Service to the contrary, you are 
considering for one reason or another 
to go ahead without a ruling in your 
case because you have seen a favor- 
able ruling in an “identical” case, 
remember that there is no assurance 
that the Service recited all the facts 
in its ruling letter that were repre- 
sented by the taxpayer in his request. 
This may increase the appeal to those 
who like a sporting proposition, but it 
is safer to request a ruling and thus 
be sure that it is applicable to your 
particular facts. In passing, it might 
be well to note that the Service does 
not consider a letter ruling which is 
published by the tax services to be a 
“published ruling.” A “published rul- 
ing” is one printed in the Internal 
Revenue Bulletin and later in the 
Cumulative Bulletin, both published 
by the Internal Revenue Service. 
Also in passing, the Service quite 
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properly thinks it is appropriate for it 
to decide which rulings should be 
published and which should not; it is 
not pleased to see letter rulings pub- 
lished in the tax services or elsewhere. 


(3) Can a stockholder rely on an 
unpublished ruling issued to a corpo- 
ration with respect to a transaction 
having income tax consequences to 
both the corporation and its stock- 
holders? Technically, probably not. 
In practice, however, this situation 
appears to be recognized by the Serv- 
ice as an exception to the rule that 
one taxpayer may not rely on a ruling 
issued to another. It is apparent that 
it would be almost impossible to issue 
an individual ruling to each stock- 
holder, even of a closely-held corpora- 
tion, and the Service would be 
swamped if all the stockholders of a 
widely-held corporation filed requests. 
The corporation therefore can secure 
a ruling as to the tax consequences of 
a transaction, from its standpoint and 
that of its stockholders and can cir- 
culate the ruling among its stock- 
holders. Their tax advisors may with 
assurance use such a ruling as a basis 
for determining the income tax results 
of the transaction to individual stock- 
holders. Such rulings are often pub- 
lished as a part of proxy material and 
it is wise for each stockholder to keep 
a copy of the corporation ruling as a 
part of his income tax file. 


(4) Can you safely rely on a pub- 
lished or unpublished ruling where 
the facts in your transaction vary 
somewhat from those stated in or rep- 
sented in connection with the ruling? 
This presents a difficult question of 


judgment for the practitioner. The 
stated Service policy is that a tax- 
payer may rely on a published ruling 
where the facts of his transaction are 
“substantially the same” as _ those 
stated in the ruling. Obviously, all 
the facts in any two transactions are 
seldom identical, but what constitutes 
a “substantial” difference? Since let- 


1056 


December, 1961 ®@ 


ter rulings are issued with respect to 
a particular proposed transaction and 
on the basis of the facts represented, 
every effort should be made to carry 
out the transaction as represented to 
the Service. The examining revenue 
agent is under a duty to compare the 
facts of the actual transaction with 
those represented to the Service in the 
ruling request and usually repeated in 
the ruling. If he finds substantial 
variance, he is entitled to disregard 
the ruling. Again, what constitutes a 
“substantial” variance? After the is- 
suance of a letter ruling, if it appears 
that the transaction cannot be carried 
out as represented and if the practi- 
tioner has doubt about the substan- 
tiality of the change, he can point out 
the change in a supplemental letter to 
the Service, explain why he thinks it 
should not affect the ruling and ask 
the Service to confirm his under- 
standing that the change does not 
affect the ruling. An informal con- 
ference is probably advisable before 
such a supplemental request is filed, 
for if the proposed change is con- 
sidered by the Service to raise doubts 
about the already-issued ruling, the 
practitioner will want to consider this 
factor in deciding whether to raise a 
queston about it at that time or wait 
and try to satisfy the agent at the 
time of the audit that the change does 
not affect the ruling. 


(5) Can you as safely rely on a 
ruling signed by the chief of a branch 
of the Rulings Division as on one 
signed by the Commissioner? Yes. 
Your client may feel better about a 
ruling signed by the Commissioner, 
but you can assure him that it does 
not affect the integrity of the ruling. 
A ruling is defined in Regulations 
Section 601.201 as: 


“A written statement issued by the 
National Office of the Internal Reve- 
nue Service which is an expression 
of the official interpretation or policy of 
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the Office of the 
Internal Revenue.” 
Whether the chief of a branch, the 
Director of the Rulings Division, the 
Assistant Commissioner (Technical) 
or the Commissioner signs a ruling 
lies in the sound discretion of the 
Service and there is little if anything 
the taxpayer or his representative can 
do to affect the decision. The fact 
remains that the Service is very jealous 
of the integrity of its rulings—which 
explains in part why they are hard 
to get sometimes—and it makes every 
effort to stand behind each ruling it 
issues. There is no evidence that it is 
less inclined to support a head of 
branch ruling than one signed by the 
Commissioner himself. 


Commissioner of 


(6) Isa ruling binding on the Serv- 
ice? No. While the Service in prac- 
tice stands behind the rulings it issues, 
whether published or unpublished, it 
takes great care to remind taxpayers 
and their representatives in each In- 
ternal Revenue Bulletin that rulings 


do not have the force and effect of 
regulations (Treasury Decisions). 
Also, in Rev. Rul. 54-172, the Service 
points out that only a closing agree- 
ment is “final and conclusive upon the 
Internal Revenue Service.” Since the 
Service almost never goes back on a 
ruling, most business transactions 
can be based safely on a ruling. If 
the circumstances are such that there 
must be no doubt, however small, you 
will have to try to get a closing 
agreement. 

(7) What do you do about errors 
in ruling letters? This also presents 
a most difficult question of judgment. 
Assume that the ruling has been 
secured after considerable negotiation 
and after difficult questions have been 
met and apparently overcome. You 
find on reading the ruling that the re- 
statement of the facts in the letter 
does not follow the representations in 
the request and that the restatement 
results in an ambiguity. Or that there 
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has been a line left out in typing, or 
that an important word such as “cove- 
nant” appears as “comment,” or that 
the thought is completely reversed by 
the way it is stated. Your client who 
was shaking your hand a moment ago 
is now raising his eyebrows and the 
next move, if any, is obviously yours. 
If the error is apparent and you feel 
sure that you can satisfy the examin- 
ing agent by comparing your request 
and the ruling letter, no further action 
is necessary. Even if the error isn’t 
that apparent, you may decide not to 
go back to the Service, particularly 
if the ruling has been particularly 
difficult to obtain. But regardless of 
the hazards, you really have no alter- 
native other than to go back if the 
error raises a substantial doubt about 
the ruling. In such a case, an in- 
formal conference is in order, fol- 
lowed immediately by a request to 
correct the error. It is good practice 
to suggest the language you want, so 
that if the Service agrees, it can use 
your suggestion in its reply and the 
possibility of further difficulty is 
minimized. 

(8) Is there any real difference be- 
tween a ruling which begins “It is 
held that . . .” and one in which the 
operative words are “It is the opinion 
of this office that . . .”? No. All 
rulings are expressions of opinion by 
the Service as to proper interpreta- 
tion of the law and its application to 
the facts represented in the request. 
A “holding” is no more definitive and 
no more effective than an “opinion” 
by the Service. 

(9) Can you place as much reliance 
on an old published ruling as you can 
on one of more recent vintage? Yes, 
once you make sure that it has never 
been modified, overruled or rendered 
obsolete by subsequent legislation. 
There are rulings in the very early 
volumes of the Cumulative Bulletin 
which are still relied on by the Serv- 
ice and hence may be relied upon by 


1057 





taxpayers. The difficult part about 
relying on these old gems is in making 
sure that the Service considers them 
currently effective. If the legislation 
or regulation applicable to your situa- 
tion is contrary to a published ruling, 
the legislation or regulation prevails 
notwithstanding that the Service has 
never taken formal action to revoke 
the published ruling. The citator must 
be used with care to eliminate possi- 
bility that the old ruling has been 
revoked or modified or doubt cast on 
it by a court decision. The fact that 
the old ruling was issued under the 
1939 Code or even prior revenue acts 
does not necessarily indicate that it 
is not good today. If the 1954 Code 
provision is the same or substantially 
the same as the law under which the 
ruling was issued, the ruling may be 
as good today as it was when it was 
issued, 


(10) If a taxpayer shows you a let- 
ter ruling addressed to him and says 
that he has never received a Service 
letter modifying or revoking it, can 
you safely advise him to rely on it 
without further consideration? No. 
Any ruling may be modified or re- 
voked and a letter ruling can be 
modified or revoked by a ruling pub- 
lished in the Internal Revenue Bulle- 
tin. Before you advise him that he 
can rely on his letter ruling, you must 
check the published rulings carefully 
to make sure that a general revoca- 
tion or modification of all such rul- 
ings has not been issued. If it has, 
your client’s ruling is no longer effec- 
tive. 

(11) Are published rulings retro- 
active in their effect on transactions 
already carried out? Yes. The In- 
ternal Revenue Bulletin makes clear 
that unless a ruling provides to the 
contrary, it is retroactive. The Com- 
missioner has authority under Section 
7805(b) to make rulings nonretro- 
active and he sometimes exercises 
this authority in the interest of sound 
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tax administration. This is often the 
case when the Service changes its 
position from one which had been 
previously published. If a retroactive 
ruling is published, a taxpayer who 
has carried out a transaction to which 
the ruling appears to apply, and who 
believes the retroactive application of 
the ruling works a hardship in his 
case, can request the Service to hold 
that the ruling will not be applied 
retroactively in his particular situa- 
tion. The cases in which such rulings 
are made are most unusual but we are 
discussing unusual cases. There have 
also been situations in which, after a 
retroactive income tax ruling has been 
published, the reaction from taxpayers 
was such that the Service was con- 
vinced that it should apply the ruling 
prospectively only and has modified 
the ruling accordingly. 

(12) Must the taxpayer attach a 
copy of a letter ruling to his income 
tax return when the ruling says he 
should? The fact that he doesn’t at- 


tach a copy to his return will probably 
have no ultimate adverse consequences, 


but prudence dictates compliance 
with the Service direction. The letter 
attached to the return may answer an 
examiner’s question if the return is 
desk-audited, resulting in the return 
being accepted as filed. On the other 
hand, the failure to attach the ruling 
letter may make a field audit neces- 
sary and it seems clear that most tax- 
payers do not invite field investigations 
of their returns. 

(13) What do you do if you have a 
hunch as to how the ruling will read 
even before it is issued and you think 
it will be adverse? A knowledgeable 
practitioner can sometimes sense that 
the Service attitude is adverse well 
before the ruling he has requested is 
issued. If it is a single-question re- 
quest, he may want to withdraw the 
request before an adverse ruling is 
issued. Generally, the Service is will- 
ing to have its workload thus reduced 
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and it will permit a taxpayer to with- 
draw his request. It is well to re- 
member, however, that the national 
office may, in its discretion, send a 
memorandum to the appropriate dis- 
trict director, telling him that the 
national office has an adverse reaction 
to the proposed transaction. Thus, if 
it is carried out as proposed, the 
damage is done even though a formal 
adverse ruling was avoided, for the 
revenue agent will be on the lookout 
for it and will have the national office 
advice to guide him. If you have 
asked for several rulings in your re- 
quest and the attitude appears to be 
adverse on only one or two, you may 
find it expedient to withdraw the ob- 
jectionable paragraphs in order to 
expedite the issuance of rulings on 
the points on which the Service atti- 
tude is favorable. If withdrawal is 
permitted in this situation, it may 
also avoid a ruling in which the Serv- 
ice says it expresses no opinion on 
the questions withdrawn—an open 
invitation for the revenue agent to 
take an unfavorable position. 


(14) Can you read the caveats in 
your ruling with equanimity? You 
might as well, for you may find one 
or more even in what you have con- 
sidered a clear case. For example, a 
ruling on a redemption of stock may 
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HE INDICATED TITLE, “Tax 
Problems In Corporate Reorga- 
nizations,” is manifestly too broad for 
adequate treatment within the time 
available. Consequently I have con- 
cluded to limit the discussion to prob- 


Federal Tax Conference 


contain a caveat to the effect that no 
opinion is expressed regarding the 
application of Section 531 to the 
transaction. This may excite your 
client, particularly if he has not been 
prepared for it. This points to another 
answer to the question of how to read 
a ruling—read it before your client 
does. You can insure this by having 
your power of attorney direct that the 
ruling is to be addressed to you, and 
it is well to mention this in your 
ruling request. This procedure gives 
you an opportunity to study the ruling 
and be ready to explain it to your 
client. There is very little you can do 
to avoid caveats, for they lie within 
the sound discretion of the Service. 
If you want a ruling on the questions 
presented, you must accept any addi- 
tional comments the Service cares to 
make. This points up the wisdom of 
considering a taxpayer’s whole situa- 
tion before requesting a ruling on a 
single problem; otherwise, you may 
get a favorable answer to the problem 
but have some larger and more diffi- 
cult questions raised. Be sure you 
and your client know the risks of ask- 
ing for a ruling before the request is 
filed. Only then will you be able to 
read the ruling without fear and 
trembling. [The End] 


lems growing out of recent litigation 
in connection with the so-called “boot” 
provisions of the Internal Revenue 


Code. 


It seems advisable to review briefly 
the pertinent statutory provisions. As 
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you know, the general rule provides 
for full recognition of gain or loss 
with certain specified exceptions. 
Section 112(g) of the 1939 Code de- 
fines six types of reorganization, and 
with some modifications the same 
definitions are contained in Section 
368 of the 1954 Code. Section 112 
(b)(3) provides that no gain or loss 
shall be recognized if stock or securi- 
ties in a corporation a party to a 
reorganization are, in pursuance of 
the plan of reorganization, exchanged 
solely for stock or securities in such 
corporation or in another corporation 
a party to the reorganization. A 
similar provision ‘at the corporate 
level is contained in Section 112(b) (4). 
Subsection (c) contains the “boot” 
provisions and provides that, if an ex- 
change would be within the provi- 
sions of subsection (b)(3) if it were 
not for the fact that the property 
received in exchange consists not only 
of property permitted by such para- 
graph to be received without the 
recognition of gain, but also of other 
property or money, then the gain, if 
any, shall be recognized, but in an 
amount not in excess of the “boot.” 
Provision is also made that the gain 
so recognized (if the distribution has 
the effect of a dividend) shall be taxed 
as a dividend to the extent of the tax- 
payer’s ratable share of the earnings 
and profits of the reorganized corpo- 
ration. Subsection (d) deals in a 
somewhat similar manner with boot 
received by a reorganizing corpora- 
tion, unless the corporation distributes 
the boot as a part of the plan. Sub- 
section (e) denies the recognition of 
loss if boot is received in connection 
with an exchange otherwise within 
the provisions of subsection (b) (3) 
or (b)(4). Essentially these same 
provisions, with some modifications, 
have been carried forward into the 
1954 Code, and appear in Sections 
354, 356 and 361. 
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An important problem which has 
been litigated in this area is whether 
it is essential that there be a qualify- 
ing reorganization under the stat- 
utory definitions in order for the boot 
provisions of the 1939 Code to apply. 
Two cases dealing with this question, 
in which the courts of appeal appear 
to be in direct conflict, are Hubert E. 
Howard, et al. v. Commissioner, 57-1 
ustc J 9232, 238 F. 2d 943 (CA-7), and 
Commissioner v. Grover D. Turnbow, 
et al., 61-1 ustc § 9148, 286 F. 2d 669 
(CA-9). Certiorari has been granted 
in the latter case and it appears on the 
Supreme Court’s docket for the current 
term. 


The Howard case arose in the Tax 
Court. Its opinion (CCH Dec. 21,163, 
24 TC 792) dealt only with the ques- 
tion as to whether the transaction 
qualified as a reorganization. In that 
case Corporation T pursuant to a 
single contract acquired from the 
various stockholders all of the stock 
of Corporation B. The consideration 
for 81 per cent of B’s stock was vot- 
ing stock of Corporation T. The re- 
maining 19 per cent of B’s stock was 
purchased for cash. The transaction 
occurred in 1952 and was therefore 
governed by the 1939 Code. The liti- 
gating taxpayers had received only 
stock and no cash. The Tax Court 
held that the exchanges were taxable 
in full because the transaction was 
unitary and, since part of the con- 
sideration was cash, no reorganization 
occurred under the (B) definition of 
the 1939 Code, which requires that 
the acquisition be in exchange solely 
for voting stock of the acquiring 
company. On appeal the conclusion 
that no reorganization occurred was 
affirmed. 


The taxpayers then presented an 
alternative contention, to the effect 
that in applying the phrase “if it were 
not for the fact” in the boot section 
it is first necessary to assume that no 
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boot was received in the entire trans- 
action. Thus, assuming that T Corpo- 
ration had paid no cash, the stock of 
B Corporation would have been ac- 
quired solely for voting stock. On 
that assumption, there would have 
been a reorganization under definition 
(B), and no gain or loss would have 
been recognized under Section 112(b) 
(3). Having thus established a hypo- 
thetical tax-free reorganization, it 
was argued that the conditions of 
Section 112(c) had been satisfied and 
that its provisions limiting the recog- 
nized gain to the amount of the boot 
were applicable to the exchanges 
made by the taxpayers ; and that since 
those taxpayers had received no cash 
there was no recognized gain to be 
taxed so far as they were concerned. 
The Court of appeals sustained their 
alternative contention and reversed 
the decision of the Tax Court. 


The Turnbow case also arose in the 
Tax Court. The sole issue was the 
same as that involved in the alter- 
native contention in the Howard case. 
There the taxpayer as the owner of 
all the stock of Corporation S trans- 
ferred his entire holdings to Corpora- 
tion F in exhange for 82,375 shares 
of voting stock of F, which had a 
value of $1,235,625, plus cash in the 
amount of $3,000,000. This being a 
single transaction with a single trans- 
feror, and since the acquisition was 
partly for cash, it was conceded that 
that transaction was not a reorganiza- 
tion. The opinion of the tax court (CCH 
Dec. 23,640, 32 TC 646) sustained 
the taxpayer’s contention that under 
the literal language of Section 112 
(c) the amount of the recognized gain 
was to be limited to the boot, relying 
pricipally on the Seventh Circuit’s 
decision in the Howard case. Upon 
appeal the Ninth Circuit reversed the 
decision below and sustained the Com- 
missioner’s contention that there must 
be an actual rather than a hypothetical 
reorganization for Section 112(b) (3) 
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to apply in any event, and if there is 
no reorganization within the stat- 
utory definitions the boot section can- 
not operate to modify the consequences 
of the general rule requiring recogni- 
tion of the entire gain. 


Of course, this problem is now in 
the hands of the Supreme Court. 
Whatever solution it reaches would 
seem to be equally applicable to cor- 
responding provisions of the 1954 Code. 


In this connection there is a related 
question which neither court of ap- 
peals seem to have considered. It 
seems manifest that the acquiring 
corporations in the Howard and Turn- 
bow cases will be entitled to a new 
basis for the stock acquired. There 
being no reorganization, the provi- 
sions of Section 113(a)(7) of the 1939 
Code and Section 362(b) of the 1954 
Code, to the effect that the basis of 
property acquired by a corporation 
in connection with reorganization 
shall be determined with reference to 
the basis in the hands of the trans- 
feror, cannot apply. The general stat- 
utory purpose is to correlate the basis 
of the transferee with the recognition 
or nonrecognition of gain to the trans- 
feror. This purpose will fail of accom- 
plishment if the doctrine of the Howard 
case should be sustained. 


Another problem in connection with 
the boot provisions is whether the 
transaction must include an in kind 
exchange of stock or securities. 


This problem was involved in the 
recent case of Commissioner v. Walter 
L. and Helen Morgan, 61-1 vustc 
9317, 288 F. 2d 676 (CA-3), rev’g 
CCH Dec. 23,789, 33 TC 30, cert. den., 
October 9, 1961. In that case the 
taxpayer was a director and chief 
executive officer of a publicly held 
mutual fund. The fund was subject 
to the regulatory provisions of The 
Investment Companies Act of 1940, 
54 Stat. 806. The taxpayer owned all 
the stock of two Delaware corpora- 
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tions which for about 20 years had 
been rendering services to the mutual 
fund. Company A had a contract for 
the rendition of investment advisory 
services. Company B had a contract 
for the rendition of services in con- 
nection with underwriting, promoting 
and distributing the stock of the fund. 
In 1952 the contract with Company 
A was cancelled and a new contract 
was entered into with Company B 
for the rendition of both types of 
services. Company B took over the 
employees of Company A and also 
assumed or adopted the provisions of 
A’s profit-sharing plan. Later in the 
same year Company A was liquidated 
and dissolved. It sold its office furni- 
ture and equipment to Company B 
for cash and in an amount fixed with 
reference to fair market value. Com- 
pany B was also permitted to use 
(and perhaps received title to) certain 
investment statistical and research 
material without additional consider- 
ation. The liquidation was completed 
in 1952 by distributing cash and United 
States Treasury bonds to the taxpayer 
in complete cancellation of A’s stock. 
Company B issued no additional stock 
and the taxpayer did not receive any 
new certificates. 


The transaction having occurred in 
1952, the case was governed by the 
1939 Code. The taxpayer reported his 
gain as a “apital gain. The Commis- 
sioner treated an amount equal to the 
gain as dividend income and in the 
litigation relied on the provisions of 
Section 112(c)(2). Both the Tax 
Court and the court of appeals appear 
to have been in agreement that, in 
order for Section 112(c)(2) to apply, 
the following three conditions must 
be present: (1) there must be a dis- 
tribution of property or money (“boot’’) 
in pursuance of a plan of reorganiza- 
tion; (2) such distribution has the 
effect of a taxable dividend; and 
(3) the distribution must include (in 
addition to the boot) an exchange of 
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stock or securities for stock or securi- 
ties in pursuance of the same plan of 
reorganization. The tax court as- 
sumed without deciding that the first 
two conditions were met. However, 
it decided the case in favor of the tax- 
payer on the ground that the third 
condition had not been satisfied, that 
is, that there had been no exchange 
of stock for stock. The effect of its 
decision was to hold that the absence 
of a stock exchange prevented the 
application of Section 112(b)(3), 112 
(c)(1) and 112(c)(2); and that the 
general provisions of Section 115(c) 
relating to complete liquidations re- 
quired that the taxpayer receive capital 
gains treatment. 


The decision was reversed in the 
Third Circuit by a divided court. The 
majority opinion deals principally with 
the question as to whether there was 
a reorganization. It was held that 
the case was within the statutory 
definition of a (D) reorganization, 
that is, a transfer by a corporation of 
all or a part of its assets to another 
corporation if immediately after the 
transfer the transferor or its share- 
holders or both are in control of the 
transferee corporation. In other words, 
the opinion applies the literal language 
of the statutory definition and does 
not discuss provisions of the regula- 
tions and numerous judicial decisions 
which indicate that mere sales for 
money are not within the intendment 
of the statutory definitions of reorgan- 
ization. The majority apparently con- 
sidered the case as involving the 
transfer of a valuable going business 
to Company B followed by a distribu- 
tion to the taxpayer of the surplus 
assets not related to that going business. 


The majority opinion devoted little 
discussion to the issue on which the 
Tax Court had decided the case. It 
was held that a physical exchange of 
stock for stock was not required un- 
der the facts of the case because “the 
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issuance of new stock would have 
been a meaningless gesture since the 
stock the taxpayer already held repre- 
sented the total value of all the assets 
except for the boot.” The court relied 
principally upon Liddon v. Commis- 
sioner, 56-1 ustc J 9268, 230 F. 2d 304 
(CA-6), cert. den., 352 U. S. 824, 
which was a typical reincorporation 
case where stock of a new corpora- 
tion was substituted for stock of the 
dissolved corporation. 


The dissenting opinion disagreed 
with the view that “no transfer of 
stock of a corporation to the taxpayer 
is the legal equivalent of an actual 
stock transfer merely because the 
taxpayer already was and long had 
been sole stockholder of that corpora- 
tion.” The views of the dissenting 
judge are based upon an analysis of 
the particular facts of the Morgan 
case, from which he concludes that 
there was no transfer which sub- 
stantially increased the worth of the 
second corporation as the result of 
an intercorporate transfer of valuable 
assets of the liquidating corporation. 
His dissenting opinion apparently 
holds that there was neither a “re- 
organization” within the intendment 
of the statute nor a “conceptual ex- 
change of stock” sufficient to make 
Section 112(c) applicable to the case. 


As indicated earlier, the Morgan 
case arose under the 1939 Code and 
involved a transaction held to be 
within the definition of a (D) re- 
organization. Will it be a proper pre- 
cedent for the disposition of similar 
cases arising under the 1954 Code? 
I am inclined to answer: “No.” The 
definition of the (D) type of re- 
organization was changed by adding 
the condition that “in pursuance of 
the plan, stock or securities of the 
corporation to which the assets are 
transferred are distributed in a trans- 
action which qualifies under section 
354, 355 or 356.” Also provisions 


were inserted in Section 354 eliminat- 
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ing transactions involving only part 
of the assets. Thus, divisive reor- 
ganizations, in order to be tax-free 
at the stockholder level, must meet 
the business tests and other require- 
ments of Section 355, The facts of 
the Morgan transaction would thus 
seem to be outside the reorganization 
provisions of the 1954 Code. 


One hesitates however to express 
a categorical opinion in this area in 
view of the recently issued Rev. Rul. 
61-156, 1961-34 I. R. B. 10. In that 
ruling the Service apparently reverses 
a 30-year history of strict construc- 
tion of the statutory definitions of 
reorganization in order to impose divi- 
dend income at the stockholder level 
in a transaction which, it finds, was 
designed as a bail-out of corporate 
earnings. 

Problems have also arisen in con- 
nection with what I call “installment 
reorganizations.” By this term I do 
not mean a deferment of the transfer 
or delivery of the subject matter of 
the transaction by the transferors. I 
refer to the deferred issuance or de- 
livery of the stock or securities to be 
issued by the acquiring or resulting 
corporation. Such deferments are de- 
sirable and are resorted to for numerous 
reasons. Among such arrangements 
are deposits of stock as security for 
warranties of the transferor and escrows 
of part of the stock pending comple- 
tion of audits and surveys or deter- 
mination of questions of title. Also 
situations arise where the amount of 
the consideration in terms of shares 
of stock may depend upon the existence 
of contingent liabilities, or under a 
formula set forth in the contract may 
depend upon the future operations of 
the acquired business. Such problems 
usually arise in type (A) and type 
(C) transactions involving asset 
acquisitions. 


A case involving this problem is 
June M. Carlberg v. United States, 60-2 
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ustc {9647 281 F. 2d 507, (CA-8). 
That case arose under the 1954 Code 
and involved the statutory merger or 
consolidation of two pre-existing cor- 
porations into a third corporation. 
The transaction constituted an (A) 
type reorganization. The taxpayer 
was a stockholder in both old cor- 
porations and under the merger agree- 
ment she was entitled to receive three 
types of consideration: (1) a number 
of whole shares, (2) evidence of the 
right to receive a fractional share and 
(3) transferable documents entitled 
“Certificates of Contingent Interest.” 
Both parties agreed that the first two 
items were within the nonrecognition 
provisions of Section 354. The litiga- 
tion concerned the third item. 


The Certificates of Contingent In- 
terest issued to the taxpayer and 
other shareholders were intended to 
cover the deferred delivery of an 
interest in all or part (or possibly 
none) of 50,000 shares of stock of the 
acquiring corporation. At the time 
the merger was consummated there 
were certain contingent liabilities of 
the constituent companies which had 
not been resolved, including federal 
taxes and a pending lawsuit. It was 
provided that the 50,000 shares would 
be reserved pending the determina- 
tion of such contingent liabilities, that 
the number of shares would be re- 
duced if and to the extent that, the 
acquiring corporation should be re- 
quired to make payments upon such 
liabilities, and that only the balance 
of the 50,000 shares, if any, would 
then be distributed to the holders of 
the certificates. 

Notwithstanding their contingent 
character the certificates apparently 
had a market value. The taxpayer 
reported the value as determined by 
her as dividend income under the 
boot money provisions contained in 
Section 356, and then sued to recover 
on the ground that the certificates 
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should be treated as “stock” and 
therefore tax-free under Section 354. 
The government counterclaimed con- 
tending that the certificates repre- 
sented “boot” under Section 356 and 
that their value, in an increased amount, 
should be treated as dividend income. 


The district court sustained the gov- 
ernment’s counterclaim. On the tax- 
payer’s appeal the court of appeals 
agreed with the taxpayer’s contention 
and reversed. Its decision was based 
upon an analysis of the provisions of 
the merger agreement and the docu- 
ments entitled “Certificates of Con- 
tingent Interest.” It was held that 
these certificates merely represented 
a fractional interest in a number of 
shares of stock of the acquiring cor- 
poration to be determined by future 
events under the formula contained 
in the merger agreement, and that the 
certificates should be treated as “stock”’ 
in applying Section 354 of the Code. 


In view of the litigation in the 
Carlberg case considerable care must 
be exercised in planning the transac- 
tion if there is to be deferred delivery 
of part of the stock consideration. I 
understand the Internal Revenue Serv- 
ice will not issue favorable rulings if 
rights to the deferred delivery are 
evidenced by transferable warrants 
or certificates such as were involved 
in the Carlberg case. They will issue 
rulings if the rights to deferred de- 
livery are merely spelled out in a 
contract executed by the acquiring 
corporation and represent executory 
promise to deliver stock in the future. 


A problem in this area, not involved 
in the Carlberg case, is to avoid dis- 
qualifying the reorganization by re- 
ceiving something other than “voting 
stock” in a type (B) or (C) transac- 
tion. There is some leeway under 
the 20 per cent provision of (C) but, 
in computing the 20 per cent, liabili- 
ties assumed must be included. 
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If there is a qualifying reorganiza- 
tion, the remaining problems at the 
corporate level are not serious, be- 
cause the corporation is entitled to 
nonrecognition with respect to both 
stock and securities, and is also free 
of tax on “boot” if such boot is dis- 
tributed pursuant to the plan. It is 
preferable for the transferor to re- 
main in existence, or postpone the 
completion of its liquidation, long 
enough to take actual delivery of the 
deferred installments of stock and 
thus avoid boot questions at the share- 
holder level. An assignment of the 
corporation’s interest in the unper- 
formed contract to deliver stock might 
well be treated as a distribution of 
boot at the shareholder level. Bear 
in mind, of course, that the distributions 
to the shareholders must be “in pursu- 
ance of the plan of reorganization.” 


Basis problems may be troublesome, 
particularly at the shareholder level. 
If there is certainty as to the number 
of shares receieved and to be received, 
there should be little difficulty in allo- 
cating the total old basis to all of the 
shares of new stock. But if the defer- 
ment relates to contingencies to be 
resolved by future events, the better 
course is to avoid any transaction, 
such as a sale, which requires the 
basis of the stock to be determined. 
If such a sale should occur, the amount 
of taxable gain or loss could well 
turn on who has the burden of proof 
to establish the correct allocation. 


Installment reorganizations can and 
should be resorted to in proper cases. 
But they require careful planning, 
and in cases of doubt Internal Reve- 
nue rulings should be requested. 

[The End] 


Problems in the Use 
of Loss Carry-Overs 


By HAROLD R. BURNSTEIN 


Hughes and Hughes; Chicago 

NE DAY you are sitting in your 

office. The telephone rings, It’s 
Mr. Jones, one of your most active 
clients. He has a chance to buy a 
corporation with a million dollar loss. 
He asks you if the corporation can 
use the loss carry-over after he makes 
the purchase. 


You tell him that the question is 
an extremely complicated one (he 
has heard that one before); that the 
Congress, goaded into action by re- 
ports of trafficking in loss corpora- 
tions, has set up certain rules which 
must be complied with before a loss 
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carry-over will be allowed; also, that 
the Commissioner of Internal Rev- 
enue with the assistance of the courts, 
is threatening to go even further than 
Congress. Therefore, you would like 
to know a few of the facts before you 
can give him an opinion. 

What are the questions you should 
ask your client? 

It is axiomatic that before you can 
elicit the pertinent facts, you must 
know the applicable principles of law. 
The principle applicable to the prob- 
lem posed by your client may be 
divided in three areas: (J) Section 
382, (2) Section 269 and (3) Libson 
Shops doctrine. 
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Special Limitations 
on Loss Carry-Overs 


The first area to consider is that 
of Section 382. Section 382(a) denies 
a loss carry-over where there is a 
purchase of control of the corporation 
and a change in its trade or business. 


You will recall that it was initially 
enacted into law as part of the 1954 
Code. It was enacted because Section 
269 (acquisition of control for the 
purpose of tax avoidance) had “proved 
ineffectual, however, because of the 
necessity of proving that tax avoid- 
ance was the primary purpose of the 
transaction.” * It was also enacted, 
and you might be surprised at this 
reason, because Sectic: 269 “has also 
been so uncertain in its effects as to place 
a premium on litigation and a damper 
on valid business transactions.” ? 


This latter reason indicates that 
Congress was concerned about the 
problems of the taxpayer. It wanted 
to substitute certainty for uncertainty 
and so it sought to set up defintie 
boundaries in the disallowance of the 
loss carry-overs. As to how well this 
latter purpose has been fulfilled is 
open to question. Certainly, if all we 
needed to do is look to Section 382 to 
answer our problem, the answer would 
not be so elusive. Unfortunately, this 
is not so. But let us get back to 
Section 382. 


The first requirement for the ap- 
plication of Section 382(a) is that 
there be a change of ownership of a 
corporation. In order that there be 
a change of ownership: 


(1) There must be an increase of 50 
percentage points in ownership over 
two taxable years. 


(2) The increase must occur in the 
holdings of the ten largest stock- 
holders. 


*, Report 1622 of Senate Finance Commit- 
tee, 83d Cong., 2d Sess., p. 53. 
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(3) The change of ownership must 
be due to purchase, indirect purchase 
or reduction of outstanding stock. 


Rather than attempt to analyze the 
statute, I have set forth a series of 
illustrations to show you the opera- 
tion of the statute. 


50 Percentage Points Increase 
in Ownership in Loss Corporation 
Over Two Taxable Years 


(1) A acquires 50 per cent of stock 
of loss corporation for cash in year 
1961. Change of ownership require- 
ment met. 


(2) A acquires 25 per cent of stock 
for cash in year 1961 and same amount 
in 1962. Change of ownership re- 
quirement met. 


(3) A acquires a total of 49 per 
cent of stock for cash in 1961 and 
1962. Remainder of stock (51 per 
cent) acquired in 1963. Since 51 per 
cent was acquired in 1963, change of 
ownership requirement is met. 


(4) A acquires not more than 24 
per cent of stock for cash in each 
year for five years. Change of owner- 
ship requirement is not met because 
there is not an aggregate of 50 per- 
centage points of change in ownership 
in two taxable years. 


(5) Same as (4) except that stock 
is acquired pursuant to an option 
received in first year. Change of 
ownership requirement is met be- 
cause stock acquired by exercise of 
an option is considered as having been 
acquired on date option was acquired. 


(6) A acquires 40 per cent of stock 
in 1961 and B, acting independently, 
acquires 10 per cent interest in 1962. 
Change of ownership requirement is 
met. There is no requirement that 
50 per cent change of ownership take 
place as part of a plan. 


? Source cited at footnote 1. 
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Change in Ownership 
Must Occur in Holdings 
of Ten Largest Stockholders 

(7) A and B each acquire 25 per 
cent of stock for cash in 1961. Change 
of ownership requirement met. 

(8) Ten persons each own 5 per 
cent of stock of Loss Corporation 
and there is no change in their hold- 
ings. Twenty-five other persons each 
acquire 2 per cent of the stock for 
cash in 1961 and 1962. Change of 
ownership requirement is not met 
because change must occur in hold- 
ings of ten largest shareholders. 


(9) Ten persons each buy 5 per 
cent of stock for cash in 1961 and 1962. 
There is no change in stockholdings of 
25 other stockholders owning 2 per cent. 
Change of ownership requirement is 
met since total change of 50 per- 
centage points occurs in ten largest 
stockholders. 

(10) Thirteen persons each buy 4 
per cent of stock for cash. There is 
no change in stockholdings of other 
stockholders. Change of ownership 
requirement is met because stock- 
holders owning the same number of 
shares are included in determining ten 
largest stockholders. Also, the con- 
structive ownership rules apply in 
determining ten largest stockholders. 
Thus, the ten largest stockholders 
may be more than ten persons. 


Change of Ownership Must Be Due 
to Purchase, Indirect Purchase 
or Reduction of Outstanding Stock 
(11) A and B each own 50 per 
cent of stock of loss corporation. The 
corporation redeems all of A’s stock. 
Change of ownership requirement is 
met because B’s stockholdings went 
from 50 per cent to 100 per cent. 
(12) A and B each own 50 per 
cent of stock of a corporation. A dies 


*It should be kept in mind that the same 
question of what constitutes a change in 
business is present in the application of the 
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and there is a redemption of stock 
to pay death taxes from A’s estate. 
Change of ownership requirement is 
not met because Section 303 redemp- 
tion is excluded. 


(13) A buys 100 per cent of stock 
of X Corporation which owns 100 per 
cent of Loss Corporation. Change of 
ownership requirement is met be- 
cause of indirect purchase. 


(14) A and B each own 50 per cent 
of stock of Loss Corporation. A gives 
his stock to his son C. Change of 
ownership requirement is not met 
because gift is not taken into account. 


(15) A inherits 100 per cent of 
stock of Loss Corporation. Change of 
ownership is not met because bequest 
is not taken into account. 


(16) A purchases 100 per cent of 
stock from his brother B. Change of 
ownership requirement is not met be- 
cause increase in percentage of own- 
ership of stock acquired by purchases 
within a family group are not taken 
into account. 


(17) A acquires 100 per cent of 
stock of Loss Corporation in exchange 
for an apartment building. Change 
of ownership is met because basis 
of stock is determined by reference 
to its cost to the acquirer. 


In addition to the change of own- 
ership, there must occur a change in 
trade or business of Loss Corporation 
before Section 382(a) applies. It is 
in making this determination that 
Section 382(a) becomes difficult to 
apply. 

Naturally, Loss Corporation is not 
going to be operated in the same 
manner as it was when the losses 
were incurred. Changes will have to 
be made if the enterprise is to make 
profits. How many changes may be 
made before it can be said that there 
was a change in business? * 


Libson Shops doctrine which is discussed 
later. 
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Once again I will use the case 
method to show the operation of the 
statute. I have taken these illustra- 
tions of a change in trade or business 
from the proposed regulations. The 
mere fact that I have used these illus- 
trations does not mean that I approve 
of them. On the contrary, it is my 
feeling that the Treasury has gone 
too far—much further than a court 
would go. However, they are val- 
uable in that they give an indication 
of what the Treasury thinks is a 
change in business. 


Change in Trade or Business 

At time of increase in ownership Loss 
Corporation is not carrying on trade or 
business. 

(18) Loss Corporation is engaged 
in business of manufacturing and sell- 
ing machinery. On January 1, the 
corporation suspends its manufactur- 
ing activities because of business con- 
ditions and begins to reduce inventory. 
On September 1, A purchases at !east 
50 per cent of Loss’ outstanding 
stock. On October 1, the company 
begins to manufacture the same ma- 
chinery it had previously manufac- 
tured. There is a change in the trade 
or business.* Proposed Regulations 
Section 1.382(h) (6). 

(19) Same facts as in (18) except 
that the manufacturing activities are 
suspended because of fire and efforts 
are made to reconstruct the plant. 
There is no change in the trade or 
business. Proposed Regulations Sec- 
tion 1.382(h) (6). 

Discontinuation of a portion of the 
business of Loss Corporation after in- 
crease in ownership. 


(20) Loss Corporation engages in 
three separate businesses. It has sub- 


*This is one of those cases where I be- 
lieve the Treasury is in error. I do not see 
how the mere voluntary, temporary sus- 
pension of manufacturing activities gives 
rise to a change in business where the 
business is later carried on in the same 
manner. 
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stantial net operating losses, all of 
which are attributable to one business 
which is approximately 20 per cent 
of the corporation’s total activities. 
Loss Corporation discontinues this 
business. There has been a change in 
trade or business. Proposed Regula- 
tions Section 1.382(h) (7). 

(21) Same facts as in (20) except 
that the losses are attributable to a 
business which is not discontinued. 
There has been no change in trade 


or business.’ Proposed Regulations 
Section 1.382(h) (7). 


Addition of a new business. 


(22) Loss Corporation is engaged 
in the manufacture and sale of elec- 
trical appliances and has sustained 
net operating loss. It diversifies its 
activities by acquiring a cement man- 
ufacturing plant and the loss carry- 
over attributable to the appliance 
business are used to offset profits of 
the cement manufacturing business. 
There has been no change in the trade 
or business. Proposed Regulations 
Section 1.382(h) (8). 


Change of location of business. 


(23) Loss Corporation is engaged 
in business of manufacturing in State 
A. It transfers its operations to State 
B. As part of the transfer it disposes 
of its plant and a large portion of the 
machinery in State A. It also ter- 
minates the services of a majority 
of its old employees. It continues to 
make the same product and to serve 
substantially the same group of cus- 
tomers. There has been a change in 
the trade or business.* Proposed Reg- 
ulations Section 1.382(h) (9). 


(24) Loss Corporation operates a 
department store in City A. It sells 


*It is extremely difficult for me to ration- 
alize the opposite results in Numbers 20 and 21 
on the basis of the retention of the loss 
business. 

*If I were asked if the facts in this illus- 
tration represented a change in business, I 
would say no. In my opinion, the product 
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its store and transfers its operations 
to Town B, a suburb of City A. After 
the change in location, it continues 
to sell substantially the same prod- 
ucts to substantially the same custom- 
ers and retains substantially all of 
its old employees. There has been 
no change in the trade or business. Pro- 
posed Regulations Section 1.382(h) (9). 


(25) Loss Corporation operates a 
retail liquor store in Town M. It 
moves to Town O, five miles away. It 
continues to employ one half of its 
old employees. It serves a substan- 
tially different group of customers. 
There has been a change in trade or 


business. Proposed Regulations Sec- 
tion 1.382(h) (9). 


Corporation engaged in personal serv- 
ice business. 


(26) Loss Corporation is engaged 
in selling real estate and insurance 
primarily through A. B buys the 
corporation, A retires and B takes his 
place. There has been a change in 
trade or business. Proposed Regu- 
lations Section 1.382(h) (10). 


(27) Loss Corporation operates a 
beauty salon. A is held out as the 
corporation’s beauty consultant and 
supervises ten employees. The quality 
of the services of the ten employees 
is primarily responsible for the cor- 
poration’s clientele. B purchases all 
the stock. A retires from the business 
and B takes his place. The business 
continues in the same location and 
continues to serve substantially the 
same customers with substantially the 
same employees under the super- 
vision of B who is held out as the 
corporation’s principal beauty con- 
sultant. There has been no change 
in trade or business. Proposed Reg- 


ulations Section 1.382(h) (10). 


(Footnote 6 continued) 
and the customers served are the two most 
important factors in determining whether 
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Change of Ownership 
Through Reorganization 


As was pointed out, Section 382(a) 
deals with the purchase of a corpora- 
tion. What if ownership of a cor- 
poration changes by virtue of a 
reorganization? In that case, Section 
382(b) applies. This provision allows 
the loss carry-over, whether that of 
the transferor or the acquiring cor- 
poration, when shareholders of the 
loss corporation receive at least 20 
per cent of the value of the stock of 
the surviving corporation. The carry- 
over is allowed even if the business 
of the loss corporation is changed. 


Where the continuing interest is 
less than 20 per cent, the loss carry- 
over is proportionately reduced. This 
reduction is determined by subtract- 
ing from 20 per cent the percentage 
of stock in the acquiring corporation 
owned by the stockholders of the loss 
corporation and multiplying the dif- 
ference by five. 

Example; A Corporation has a car- 
ry-over of $100,000. It transfers its as- 
sets to B Corporation for 8 per cent (fair 
market value) of B Corporation’s vot- 
ing stock. The $100,000 loss carry- 
over is reduced by $60,000 and B can 
only carry over $40,000. The reduc- 
tion is determined by subtracting 8 
per cent from 20 per cent and multi- 
plying the difference of 12 per cent 
by 5. This produces a reduction of 
60 per cent. 

If the transaction in the example 
should go the other way with B Cor- 
poration transferring its assets to A 
Corporation for 92 per cent of A 
Corporation’s stock, the same reduc- 
tion will result. 

By now you have become aware of 
the illogical disparity of treatment 
between the cash method of acquisi- 
tion and the reorganization method 


there has been a change in business. Since 
both have remained the same, my conclusion 
is that there is no change in business. 
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of acquisition of a loss corporation. 
There are three important differences. 
First, when there is a reorganization 
acquisition, there need be no effort 
to mantain the same business as in 
the cash acquisition. Second, a con- 
tinuing interest of 20 per cent must 
be maintained to get all the loss 
carry-over in a reorganization acqui- 
sition, while in a cash acquisition, the 
continuing interest must be in excess 
of 50 per cent. Third, in a cash ac- 
quisition, if the continuing interest is 
50 per cent or less, the entire loss 
carry-over is lost while in a reorgani- 
zation acquisition, if the continuing 
interest is less than 20 per cent, only 
a part of the loss carry-over is lost. 


The conclusion is obvious that 
where possible, a loss corporation 
should be acquired through the re- 
organization route. 


Section 129 


Section 129 was enacted in 1943 to 
prevent corporations with large ex- 
cess profits from purchasing corpora- 
tions with large unused excess profits 
credits and losses for the purpose of 
reducing excess profits and income 
taxes. It applied where control of a 
corporation was acquired for the 
principal purpose of tax avoidance. 
However, at the time the 1954 Code 
was enacted, considerable doubt ex- 
isted as to the effectiveness of Section 
129 to stop abuses in the sales of loss 
carry-overs. 


Part of this was due to the Alprosa 
Watch doctrine. It held that a person 
who acquires control of a corporation 
does not “secure the benefit of” or 
“enjoy” its loss carry-over. Since the 
statute only applied where the person 
acquiring the corporation secured the 
benefit of a loss which would not 


*The Alprosa Watch case (CCH Dec. 
16,559, 11 TC 240) was subsequently over- 
ruled. See Commissioner v. British Motor Car 
Distributors Ltd., 60-1 ustc § 9417, 278 F. 2d 
392 (CA-9); Thomas E. Snyder Sons Com- 
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otherwise be enjoyed by him, this in- 
terpretation of the statute made i 
inapplicable in the common situa- 
tion.’ 

In addition, there was the problem 
of proof. Section 129 could only apply 
if the principal purpose of the acquisi- 
tion was to reduce taxes. However, 
there was a difficulty on the part of 
the government of establishing the 
tax avoidance motive where the tax- 
payer was able to show business pur- 
pose. 


For both these reasons, Congress 
attempted to strengthen the opera- 
tion of Section 129. Although, it 
made no attempt to change the lan- 
guage of Section 129 to overrule the 
Alprosa Watch doctrine (it re-enacted 
this part of Section 129 almost ver- 
batim) it added Section 382, which 
was discussed above. 

To take care of the burden of proof 
problem, it added subsection (c) 
which was designed to shift the bur- 
den in certain factual situations. Sec- 
tion 269(c) provides that the “fact 
that the consideration paid upon an 
acquisition is substantially dis- 
proportionate to the aggregate” of 
(a) the basis of the property ac- 
quired, and (b) the “tax benefits (to 
the extent not reflected in the ad- 
justed basis of the property) not 
available to the (acquirer) 
otherwise than as a result of such 
acquisition shall be prima facie evi- 
dence of the principal purpose” of tax 
avoidance. 


The dis- 


(“substantially 
proportionate”) may be interpreted 


statute 


to include those cases where the 
consideration paid is “substantially 
greater than” as well as “substantially 
less than” the sum of the basis of the 
property and the tax benefits not 
pany, CCH Dec. 24,210, 34 TC 400; Urban 
Revedelopment Corporation v. Commissioner, 


61-2 ustc J 9664 (CA-4), decided September 
19, 1961. 
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otherwise available. However, the 
committee report® states that “this 
presumption would arise where the 
consideration paid upon an acquisi- 
tion is substantially less than” and the 
proposed regulations® adopt this in- 
terpretation. 


The first observation which one 
can make about this provision is that 
it does not prohibit the purchase of 
tax benefits. It only prohibits those 
where the purchaser does not pay a 
high enough price. The idea seems to 
be that if you force the purchaser to 
pay a high price, you will discourage 
the purchase. 


As a practical matter, it would ap- 
pear that almost all purchases would 
come within this provision. There is 
rarely a relationship between the tax 
basis of assets and the purchase price. 
The purchase price of a company is 
usually determined by what the assets 
can earn. It would seem that in most 
cases, even without a tax carry-over, 
the purchase price of a loss corpora- 
tion will be less than the tax basis 
because the assets are apparently in- 
capable of any earnings. The addi- 
tion of any value for tax benefits only 
makes the purchase price that much 
less. It would, therefore, appear that 
in most cases of the acquisition of a 
loss corporation, Section 269(c) would 
apply. Thus, the burden of proof 
that the principal purpose was not 
tax avoidance will usually be on the 
taxpayer. 


*S. Rept. No. 1622. 

*Sec. 1.269-5. 

*”This argument is similar to the one 
sometimes erroneously used to find proof 
of the prohibited purpose of Section 531, 
namely, that the shareholders would have 
paid more taxes on their individual incomes 
if the earnings and profits had been dis- 
tributed to them. Cf. R. Gsell & Company, 
Inc. v. Commissioner, 61-2 ustc ¥ 9671, 294 
F. 2d 321 (CA-2), rev’g CCH Dec, 24,130, 
34 TC 41. 
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This burden is a heavy one and 
should not be undertaken lightly. The 
fact of the matter is that even 
without the use of Section 269(c) (pre- 
1954 Code) and in the face of un- 
contradicted testimony of business 
reasons for the acquisition of control 
the Tax Court has made findings that 
the principal purpose of an acquisi- 
tion is tax avoidance. In some of 
these cases, the finding of tax avoid- 
ance is based on little more than that 
the loss was utilized after the ac- 
quisition of control.1®° Under these 
cases, it appears that the transaction 
itself proves the principal purpose.” 
By doing this, the Tax Court appears 
to read the word “principal” out of 
the statute. 


It is interesting to note the man- 
ner in which the Treasury, indepen- 
dent of the courts, has “beefed up” 
Section 269. Although Section 129 
was reenacted almost verbatim as 
Section 269, the proposed Section 269 
regulations are different than the Sec- 
tion 129 regulations. 

In the first place, the proposed regu- 
lations ** specifically state, contrary to 
the Alprosa doctrine, that an acquiring 
person may “secure the benefit of’ or 
“enjoy” the loss carry-over of a 
corporation. 

Secondly, the proposed regulations 
set forth transactions which are con- 
sidered as being made for the princi- 
pal purpose of evasion or avoidance 
of income tax. The proposed regula- 


™ Thomas E. Snyder Sons Company, cited 
at footnote 7; Urban Redevelopment Corpora- 
tion, CCH Dec. 24,306, 34 TC 845; Army 


Times Sales Company, CCH Dec. 24,637, 
35 TC 703; Brown Dynalube Company, Inc., 
CCH Dec. 24,676(M), 20 TCM 255, TC 
Memo. 1961-46; J. G. Dudley Company, CCH 
Dec. 24,691(M), 20 TCM 298; Tempie Square 
Manufacturing Company, CCH Dec. 24,778, 
36 TC—, No. 4; F. C. Publication Liquidating 
Corporation, CCH Dec. 24,974, 36 TC—, No. 
82; and Frank Spingolo Warehouse Company, 
Inc., 37 TC—, No. 1. 


* Sec. 1.269-3(a). 





tions state that acquisition of control 
was made for the prohibited purpose 
when an interest controlling a busi- 
ness enterprise acquires control of a 
loss corporation and the acquisition is 
followed by actions which bring to- 
gether the loss carry-over and the 
income.** 

Example: A acquires stock of Loss 
Corporation which operates retail drug 
stores. After the acquisition, Loss 
Corporation continues to operate drug 
stores but the profits of such opera- 
tion are not sufficient to absorb the 
loss carry-over. After the acquisition, 
A causes to be transferred to Loss 
Corporation the assets of a hardware 
business previously controlled by A. 
The profits of the hardware business 
produce profits to absorb a substantial 
part of the loss carry-over. These 
facts indicate that the principal pur- 
pose of the acquisition was tax 
avoidance." 

Example: A subsidiary has sus- 
tained operating loss in the operation 
of business X. It acquires assets in 
business Y from its parent which pro- 
duce profits. The profits of business 
Y are sufficient to offset a large part 
of the loss carry-overs attributable to 
business X. At the time of the ac- 
quisition, the parent could not succeed 
to the loss carry-overs if the sub- 
sidiary were liquidated, These facts 
indicate that the property was prin- 
cipally acquired for tax avoidance.”® 


The effect of the proposed regula- 
tions is to create a presumption, al- 
though there has been no change in 
the statute on which to base this 
presumption. 


, 
In the regulations, prior to the 1954 
Code, it was stated that the requisite 
purpose must first exist before a trans- 





™ Sec. 1.269-3(b). 

™ Sec. 1.269-3(b). 

* Sec. 1.269-3(c) (2). 
* Regs. 118, Sec. 129. 
* S. Rept. 1622, p. 284. 
*® Sec. 1.269-6. 
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action is within Section 129..° Thus, 
the principal purpose would have to 
be proved independently of the trans- 
action. Under the proposed regula- 
tions, the transaction itself proves the 
principal purpose. 

To say that the principal purpose 
is proved by the transaction itself, is 
contrary to the statute. Section 129 
contained no presumption, other than 
the normal presumption given a Com- 
missioner’s determination until the 
1954 Code. At that time, Section 269 
(c) was added which provides for a 
presumption only if there is a dispro- 
portionate purchase price. The pro- 
posed regulations have, in effect, added 
another provision to subsection (c). 

One word should be said about the 
relationship between Sections 269 and 
382(b). You will recall that the Sen- 
ate Finance Committee report stated 
specifically that if a limitation applies 
under Section 382(b), Section 269 
should not apply.’’ This has led 
some commentators to suggest that 
if there is a partial disallowance of 
the loss under Section 382(b), a tax- 
payer will be protected from Section 
269. The proposed regulations hold 
to the contrary."® 


Libson Shops Case 


The principle of serendipity *® that 
is, the gift of finding unsought treas- 
ures, operates in the law. An ex- 
ample of serendipity in the law, as far 
as the Treasury is concerned, is the 
Libson Shops case.*° The case in- 
volved a merger of 17 corporations. 
The question was whether operating 
losses of three of the corporations 
prior to the merger could be carried 
over against the income of the con- 
tinuing corporation. This resolved 
itself, so it was thought, to the issue 





* The word was coined by Horace Wal- 
pole, in allusion to the fairy tale of The 
Three Princes of Serendip, who were al- 
ways discovering, by chance or by sagacity, 
things they were not seeking. 

* 57-1 ustc J 9691, 353 U. S. 382. 
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of whether a surviving corporation 
in a statutory merger was the same tax- 
payer as the disappearing corporation. 


As you can see, the issue was ex- 
tremely limited. It could cause no 
concern to most tax practitioners. In 
fact, the Solicitor General opposed 
certiorari. One of his grounds was 
that the question was limited because 
Sections 381 and 382 largely removed 
the basis for future litigation. The 
Treasury lost its fight to prevent the 
case from going to the Supreme Court. 
In doing so, it was to win a victory 
in the Supreme Court which was to be 
greater than it ever dreamed of. 


Many articles have been written 
which have analyzed the Libson Shops 
case.** I do not propose to plow this 
field again. I only propose to go into 
the question of the application of the 
Libson Shops case to a single cor- 
porate taxpayer. This is the area in 


which the government won its unex- 
pected victory even though in its opin- 
ion the Supreme Court said it was not 


ruling on this question. 

The fact situation which is appli- 
cable here goes something like this. 
You represent the Meat Corporation 
which is in the meat packing business. 
In the last few years, it has suffered 
losses. John Doe, its president, calls 
you and tells you that they are con- 
sidering a sale of the meat packing 
business. They want to take the 
money that they receive in the sale 
and buy a dairy. He asks you if he 
can carry over the loss incurred in 
the meat packing business against the 
profits of the dairy. 

At one time, the answer to this 
question was very simple. We could 


*Sinrich, “Libson Shops, An Argument 
Against Its Application Under the 1954 
Code,” 13 Tax Law Revue 167; Levine and 
Petta, “Libson Shops, A Study in Semantics,” 
36 Taxes 445. 

* In footnote 9, the Supreme Court stated: 
“We do not pass on situations like those 
presented in Northway Securities Co. v. Com- 
missioner, 23 B. T. A. 532; Alprosa Watch 
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answer him immediately. But now 
we have to equivocate. What has 
happened to make this change? 


The change came in 1957. That 
was the year that the Supreme Court 
decided the Libson Shops case. 


The Commissioner has used the 
words of the Supreme Court opinion 
in Libson to argue that a loss from 
one type of business cannot be carried 
over against the income of another 
type of business in the same corpora- 
tion. In support of its position it 
usually quotes the last sentence of 
the Supreme Court’s opinion in Libson 
Shops, namely, “We conclude that 
petitioner is not entitled to a carry- 
over since the income against which the 
offset is claimed was not produced by 
substantially the same businesses which 
incurred the losses.” (Italics supplied) 
It was to this sentence that the now 
famous footnote 9 was appended.” 


Does this sentence support the gov- 
ernment’s position? It would seem 
that the answer to this question re- 
solves itself as to what the Supreme 
Court was referring to when it used 
the term “‘same businesses.” One clue 
in this direction is the statement of 
the issue before the court, stated in 
the first sentence of its opinion. There 
it stated: 


“The issue before us is whether, 
under §§23(s) and 122 of the In- 
ternal Revenue Code of 1939, as 
amended, a corporation resulting from 
a merger of 17 separate incorporated 
businesses, which had filed separate 
income tax returns, may carry over 
and deduct the pre-merger net operat- 
ing losses of three of its constituent 
corporations from the post-merger in- 


Corp. v..Commissioner, 11 T. C. 240; A. B. 
& Container Corp. v. Commissioner, 14 T. C. 
842; Wage, Inc., v. Commissioner, 19 T. C. 
249. In these cases a single corporate tax- 
payer changed the character of its business 
and the taxable income of one of its enter- 
prises was reduced by the deductions or 
credits of another.” 
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come attributable to the other busi- 
nesses.” (Italics supplied.) 


The Court in answer to the ques- 
tion it poses then states in the last 
sentence: 


“We conclude that petitioner is not 
entitled to a carry-over since the in- 
come against which the offset is 
claimed was not produced by sub- 
stantially the same businesses. which 
incurred the losses.” (Italics supplied. ) 


Thus, it would appear that what the 
Court had reference to when it stated 
“same businesses” was “same incor- 
porated businesses.” This is further 
borne out by the fact that in footnote 
9, when the Court wanted to refer to 
a change in type of business, it used 
the phrase “changed the character of 
its business.” And when it wanted 
to refer the carry-over of a loss from 
one type of business against the profits 
of another in a corporation, it said: 
“and the taxable income of one of its 
enterprises was reduced by the deduc- 
tions or credits of another.” 


Furthermore, in the Libson Shops 
opinion the Supreme Court approved 
the result in Koppers Company, Inc. v. 
U. S., 55-2 ustc J 49,153, 134 F. Supp. 
290 (Ct. Cls.). In that case a cor- 
poration had three subsidiaries each 
in a different business. Consolidated 
returns were filed for the entire group. 
The four corporations were then 
merged into a newly organized cor- 
poration. The Court of Claims held 
that the new corporation was the 
same taxpayer as its predecessors so 
as to enable it to carry forward the 
predecessor’s consolidated unused ex- 
cess profits tax credit. This credit 
was computed by combining all the 
businesses of the different corpora- 
tions and treating it as one business. 


* It drew its conclusion from this sentence 
in the Ways and Means Committee report, 
“As a result of the elimination of this carry- 
over, a business with alternating profit and 
loss is required to pay higher taxes over 
a period of years than a business with stable 
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The Supreme Court approved the 
result in the Koppers case by stating 
that “the corporation resulting from 
the merger carried on essentially the 
same taxable enterprise as before, since 
the merged corporation had been fil- 
ing consolidated tax returns.” Clearly, 
then the Supreme Court recognized 
that the carry-over flows not from 
business, but from taxpayer’s entities. 
The four corporations were a single 
taxpaying entity by virtue of the filing 
of consolidated returns even though 
they were in different businesses. 
Thus, a loss incurred in one business 
could be carried over against the 
profits of another business. 

It is, therefore, clear to me that 
when the court used the word “busi- 
ness” it meant “incorporated business.” 
It did not mean to refer to a line of 
endeavor of a corporation as the Treas- 
ury now contends. 

But, assuming the Treasury is cor- 
rect in its interpretation of the Supreme 
Court’s use of the word “business,” 
is there support for the Court’s con- 
clusion? 

It is important to note that the Su- 
preme Court did not rely on any statu- 
tory language to arrive at its conclusion. 
Instead, it relied to a large extent on 
language in the House Ways and 
Means Committee report to state that 
what little legislative history “there 
is suggests that Congress primarily 
was concerned with the fluctuating in- 
come of a single business.” ** This 
seems to be the sole basis for the 
Court’s conclusion. It is another ex- 
ample of what Professor Brown of 
Harvard calls the “common law of 
taxation.” ** 

On the other side, there is a great 
deal of evidence against the Court’s 
decision. 


profits, although the average income of the 
two firms is equal. New enterprises and 
the capital-goods industries are especially 
subject to wide fluctuations in earnings.” 
“1961 Southern California Tax Institute 1. 
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(1) For over 40 years, no regula- 
tion or administrative ruling or opin- 
ion under the net loss carry-over 
provision has ever stated or suggested 
the interpretation which the Service 
now states was the holding in the 
Libson Shops case. 

(2) When Congress reinstated the 
loss carry-over in 1939 (after it had 
been out of the law for seven years) 
there existed a body of court decisions 
and rulings on the former loss carry- 
over statute in which the doctrine of 
entities controlled as to loss carry- 
overs. Certainly, Congress must be 
deemed, in absence of language to the 
contrary, to have adopted this admin- 
istrative and judicial construction. 
This judicial interpretation was ex- 
emplified by the Supreme Court de- 
cision in New Colonial Ice Company, 
4 ustc J 1292, 292 U. S. 435. It was 
there held that a corporation which 
acquired the assets and liabilities of 
another corporation, in exchange for 
its stock pursuant to a reorganization, 


was not entitled to carry over its 
predecessor’s loss, notwithstanding it 
continued to operate the same busi- 
ness and had the same stockholders. 


In 1931, the Board of Tax Appeals 
in Northway Securities, CCH Dec. 7003, 
23 BTA 532, permitted an operating 
loss carry-over from one type of busi- 
ness to another, both having been 
carried on within the same corpora- 
tion. The Commissioner did not ap- 
peal the Board’s decision. Instead he 
acquiesced in it.” 

The fact of the matter is that the 
Commissioner has consistently used 
the doctrine of entities to deny the 
carry-over even though the type of 
business remained the same. He has 
been successful in preventing the loss 
carry-over in the case of successor 
corporations. (New Colonial Ice Com- 
pany v. Helvering, cited above) ; in the 
case of stockholders continuing the 


*In 1960, after the Libson Shops case and 
almost 30 years later, the acquiescence was 
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business of corporations (E. Donner, 
CCH Dec. 5197, 16 BTA 758) ; in the 
case of an estate carrying forward the 
loss of an individual (I. T. 1562, II-1 
CB 33); in the case of a carry-back 
of an estate by the heirs (Mellott v. 
U. S., 58-2 ustc J 9661, 257 F. 2d 798 
(CA-3)) ; in the case of the carry-back 
of a trust by its beneficiaries (Sargent 
v. U. S., 55-1 ustce § 9424 (DC Cal.) ; 
Kearney v. U. S., 54-1 ustc J 9113, 116 
F. Supp. 922 (DC N. Y.); Vreeland v. 
Commissioner, CCH Dec. 18,277, 16 TC 
1041) and in the case of a carry-back 
from a successor corporation by a part- 
nership (A. R. R. 1597, II-1 CB 33). 


(3) Even where the Treasury has 
great latitude the promulgation of the 
regulations having to do with con- 
solidated returns—it has made no at- 
tempt to restrict the uses of the net 
operating loss to one business. The 
consolidated return regulations allow 
the loss of one corporation making 
up an affiliated group to be carried 
over against the profits of another 
corporation making up an affiliated 
group. The Commissioner is asking 
the courts to do something which 
even the Treasury will not do. In 
effect what the government asks for 
is a harsher rule to be applied to a 
single corporation than the one which 
is applied to multiple corporations in 
an affiliate group. This makes no 
sense. 


(4) A carry-over of a loss incurred 
in one type of business operation 
against profits in another type of 
business operation in the same corpo- 
ration is entirely consistent with the 
structure of the Code. It takes into 
account that a loss from one business 
operation can be offset against in- 
come from another business opera- 
tion in the same year. In 1947, a 
report on “Business Loss Offsets” 
was prepared by a committee com- 
posed of the technical tax staffs of 


withdrawn and a nonacquiescence substi- 
tuted therefor. 1960-2 CB, 8. 
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the Treasury Department and the 
Joint Committee on Internal Reve- 
nue Taxation.*® This study was con- 
cerned with the existing two-year 
carry-back and carry-forward of busi- 
ness losses. This report states on page 
3783 as follows: 


“Issues are raised whether business 
losses should be offset against income 
of another kind, whether losses from 
one business operation should be off- 
set against income from another busi- 
ness operation, in what manner these 
losses should be offset, and the defi- 
nition of the loss to be offset. 


“The income-tax laws have gener- 
ally provided for some offset of busi- 
ness losses against business or other 
income. For corporations, consoli- 
dated returns are now permitted and 
have been permitted for a major por- 
tion of the period of the income tax. 
For individuals, net operating losses 
from business operations have been 
deductible from current income from 
similar or different sources.” 


It is further stated on page 3789: 


“If taxes are imposed on net in- 
come, the tax base should equal in- 
come received plus or minus changes 
in net worth for the period of assess- 
ment. These changes in net worth 
are brought into income when the 
change takes place in one depart- 
ment of a single enterprise, provided, 
if a decrease, the income of other 
departments can absorb it. If sepa- 
rate departments were conducted 
under separate corporations, the de- 
creases in net worth in one depart- 
ment would not reduce current enter- 
prise income (for the corporate tax) 
unless a consolidated return were 
filed by the parent; and if the enter- 
prise were conducted through com- 
mon ownership and not by a parent 
company, decreases in net worth in 
one department would not reduce 


* House Ways and Means Hearings on 
Revenue Revisions, 1947-48, Part 5, p. 3783. 
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current enterprise income. Unless 
loss-offsets could be made on a de- 
partmental basis, their denial cur- 
rently against other income of the 
enterprise would appear to be highly 
discriminatory. It is not recom- 
mended, therefore, that a change in 
present practice be made.” 


It is reasonable to assume from the 
above quotation that Congress was 
aware of and meant to allow the 
carry-over of the loss from one busi- 
ness operation to another. 


(5) The fact that a loss on a sale 
of a business can be carried over 
against what must be inevitably in- 
come from another type of business 
is another factor against the Treas- 
ury’s contention. Congress in the 
1954 Code added a provision allowing 
the loss on the sale of a business by 
an individual to be carried over. In 
referring to this change, the report 
of the Ways and Means Committee 
on H. R. 8300 states: 


“Limiting the net operating losses 
to expenses or losses incurred in op- 
erating a business has also given rise 
to inequities. This limitation pre- 
vents individual taxpayers from using 
deductions unrelated to their busi- 
ness in the computations of a net 
operating loss. However, a limitation 
has not been imposed on corporations 
since all their deductions have been 
regarded as related to the business. As 
a result, a loss sustained on the sale 
of a corporation’s asset has been includ- 
ible as part of the corporation’s net 
operating loss for the year of sale. But 
the loss on a sale of all or part of a 
business by an individual has been 
held to be not includible in his net 
operating loss on the grounds that 
such a sale was not attributable to 
the ‘operation’ of a business. 


“Your committee has removed this 
disparity in the treatment of corpo- 
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rate and noncorporate businesses by 
permitting taxpayers other than cor- 
porations who sell a business or cer- 
tain business assets to include as part 
of the net operating loss for the year 
any loss sustained on the sale of busi- 
ness assets.” 
x * * 

“A further substantive change will 
permit taxpayers other than corpora- 
tions who sell a business or certain 
business assets in effect to include 
any loss sustained on the sale of such 
business or business assets as part of 
a net operating loss for the year of 
the sale. (Corporations are entitled to 
this treatment under present law and 
under this section.) Thus, subsection 
(d)(4)(A) will overrule the decision 
in Joseph Sic v. Commissioner (10 TC 
1096, 177 F. (2d) 649 (CA-8), certi- 
orari denied, 339 U. S. 913), and similar 
cases, which held, for example, that a 
farmer who sold his farm at a loss 
could not include such loss as a part 
of his net operating loss. The cases 
indicated that such loss was a nonbusi- 
ness loss since the taxpayer was not 
in the business of selling farms. The 
new provisions will reach the opposite 
result.” (Italics supplied.) 


(6) The Commissioner’s contention 
is contrary to one of the basic pur- 
poses of the loss carry-over and 
carry-back provisions, which was to 
allow for World War IT dislocations. 
It saved many corporations from 
bankruptcy and may have prevented 
depression after war. If the govern- 
ment is right in its contention, then 
it has refunded in error millions and 
perhaps billions of dollars due to 
carry-forwards and carry-backs from 
reconversion of war products to 
peacetime products. 

As an example, during World War 
II the automobile companies made 
tanks, airplanes and other war mate- 
rial. Under the Commissioner’s con- 


* 59-1 ustc 9315, 264 F. 2d 713. 
* 61-1 ustc J 9450, 290 F. 2d 675. 
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tention, there could be no carry-back 
or carry-forward from the peacetime 
years to the war years or vice versa. 
The loss carry-back has the same 
purpose as loss carry-forward. Dur- 
ing war, because of priorities, many 
corporations were forced out of their 
regular business and into war busi- 
ness. Can it be seriously charged 


they couldn’t carry back the loss from 
the first year of regular business? 


Notwithstanding the arguments 
against the Lisbon Shops doctrine as 
applied to a single corporate taxpayer 
and in spite of footnote 9, there are 
some indications that the courts are 
prepared to adopt it, at least for years 
prior to 1954. Two courts of appeal 
have already made this determina- 
tion: the Fifth Circuit in Mill Ridge 
Coal Company, v. Patterson?" and the 
Third Circuit in Commissioner v. Vir- 
ginia Metal Products, Inc.** 


The Tax Court rejected this view 
in Kolker Brothers, Inc.,?° and the gov- 
ernment appealed to the Fourth Cir- 
cut. The appeal was later withdrawn. 
It would be a mistake, however, to 
view the withdrawal of the appeal 
as a change in the government’s posi- 
tion. More likely, it is merely caused 
by litigating tactics. 

In later cases (J. G. Dudley Com- 
pany, Inc., and Frank Spingolo Ware- 
house Company, Inc., (cited above), 
the Tax Court has indicated that it 
is prepared to go along with the con- 
clusions of the courts of appeal in the 
Mill Ridge and Virginia Metal cases. 


The foregoing decisions are for 
years prior to the 1954 Code. But 
what of the years after 1954? Does, 
the Lisbon Shops doctrine apply in the 
face of the Congressional enactment 
of Section 382? 


If the loss arises under Section 
122(b) of the 1939 Code, it is the 
present contention of the government 


*CCH Dec. 24,457, 35 TC 299. 





that Libson Shops bars the loss carry- 
over to years under the 1954 Code. 
Inferentially, it is supported in this 
stand by the Mill Ridge case. In that 
case, the stock transfer occurred prior 
to June 22, 1954, and the taxable year 
involved ended on August 31, 1955. 

No doubt many of you will say that 
the Commissioner has already stated 
that Libson Shops does not apply 
under the 1954 Code. You are prob- 
ably thinking of Rev. Rul. 59-395.%° 
In it the Commissioner announced 
that the Libson Shops principle “will 
not be relied upon as to a merger 
or any other transaction described in 
Section 38l(a) of the 1954 Code.” 
But I have heard no Service person- 
nel state that this nonreliance is gen- 
erally applicable to years subsequent 
to 1954. In fact, it has already been 
extended, in one case I know of, toa 
single corporate entity where Section 
382(a) does not apply (because of no 
change in ownefship) but where 
there was a change in business. 

It is quite obvious that the Com- 
missioner intends to go on as far as 


the courts will let him. For it is dif- 
ficult to restrain him when the courts 
are so encouraging. The fact that 
Section 382 is now in the law does 
not seem to deter him. Nor does the 
fact that Congress would not have 
enacted this provision cause him con- 
cern. The victory will be that much 
sweeter. 

Will he succeed? I don’t believe 
that he will. The arguments against 
his contention seem overwhelming. 


The horrible part of this whole 
matter is the retroactive effect given 
the Libson Shops opinion. Congress 
does not make what it calls “loop 
closing” legislation retroactive, but a 
court decision seeking to do so is 
necessarily retroactive. As said by 
the Supreme Court: 


“Retrospective laws are, indeed, 
generally unjust; and as has been 
forcibly stated, neither in accord with 
sound legislation nor with the funda- 
mental principle of social compact.” 


[The End] 


Transfers to Controlled 
Corporations: Consideration 


of Thinness and 
By WALTER J. ROCKLER 


Member of the Illinois bar. 


Y SUBJECT concerns transfers 
to controlled corporations, 
which of course means Section 351 
transactions.’ In the course of the 
” 1959-2 CB 475. 
™ Shwab v. Doyle, 258 U. S. 529, 534. 


*The author wishes to acknowledge, 
without prejudice to them, the assistance of 
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Multiplicity 


discussion I propose to touch briefly 
upon thin incorporations, about which 
it is probably too late to say much 
that is new, and the uses of multiple 
Raymond E. Saunders and Richard Broude, 
of the Illinois Bar. As a result of his re- 


searches, Mr. Broude was so carried away 
as to offer the following grossly misleading, 
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corporations about which it is prob- 
ably too soon to say much that is 
meaningful. 


As a special exception to Section 
1002 of the Code (which taxes gain 
or loss on a sale or exchange of prop- 
erty), Section 351 permits the trading of 
property for stock without recognition 
of gain or loss to the transferors,? 
but at the price of a transferred 
basis for the property received by 
the corporation* and a substituted 
basis for the stock received back.* 
The basic rationale for the tax-free 
exchange is to be found in the view 
that readjustments of business inter- 
ests should not be discouraged where 
they involve a change of ownership 
only in form. The section has been 
a part of the internal revenue laws 
for forty years,® during which time 
taxpayers have demonstrated all 


kinds of possibilities never conceived 
by the Congress of 1921. 


Among the ordinary reasons for 
which taxpayers may seek to bring 
their incorporations of businesses or 
transfers of property under Section 
351 are of course the desire to secure 
the limited liability, unlimited life, 
and free transferability of interests 
which are inherent in a corporation, 
all after making certain that the arith- 


unmetered description of Section 351 and 
its influence: 


When one speaks of fine China 
it brings to mind Spode. 

In like case stands Section 
351 to the Revenue Code. 


Concise in its brevity, seemingly 
clear as a bell, 
If it fits your transaction, 
all will be well. 
It’s devious, dextrous, spotty 
but sporty, 
A section young at heart, 
though. chronologically forty. 
Its rolling tax-free phrases 
have endeared it to the nation, 


While also clogging courts 
with perennial litigation. 
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metic of the tax rates is not unfavor- 
able. More sophisticated purposes, 
however, may be found in the desire 
to maintain and use a tax basis for 
property in excess of current market 
value, or in the desire to acquire a 
net operating loss carry-over of an 
existing corporation, stock control of 
which can be secured by a transfer of 
property, or in the desire to obtain 
an intercorporate dividends-received 
credit by transferring income-pro- 
ducing stock and business assets or 
real estate in sufficient quantity to a 
new or existing corporation. 


Section 351 may also be used as a 
route for evading the taint of a Sec- 
tion 306 stock bailout, where the 
stockholders of an existing corpora- 
tion transfer their stock to a new or 
old holding company in exchange for 
common and preferred stock of the 
holding company, with a covert in- 
tention to sell the preferred stock 
later. An existing sole proprietorship 
or partnership may find its fiscal year, 
or accounting methods, or irrevocable 
tax elections onerous, and so incor- 
porate under Section 351 to escape 
these disabilities. Or a sole pro- 
prietorship or partnership may covet 
the lush fringe benefits of corporate 
life—pension and profit-sharing plans, 


So here’s to 351’s controlling 
transferors. 
As long as they dominate companies, 
they cannot (professionally 
speaking) be absolute bores. 
* Section 1032 assures tax-free receipt of 
property by the transferee corporation. 
*See Section 362. 
*See Section 358. 


*The earliest version of Section 351 to 
be enacted was Section 202(c)(3) of the 
Revenue Act of 1921, although a similar 
provision had been proposed by the Senate 
Finance Committee as part of the Revenue 
Act of 1918; the 1918 proposal was elim- 
inated by the Conference Committee. Under 
the Internal Revenue Code of 1939, the 
parallel section to Section 351 was Section 
112(b) (5). 
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group life insurance, social security 
coverage, and health and accident 
plans, to name a few. A taxpayer 
may “incorporate” property with the 
vague possibility in mind of convert- 
ing ordinary income on its sale into 
a capital gain on the sale of stock, 
notwithstanding the collapsible pro- 
visions of Section 341. Or several 
taxpayers may seek to diversify their 
investments tax-free by  simulta- 
neously transferring appreciated stocks 
or securities into a new mutual in- 
vestment fund or by transferring ap- 
preciated real estate into a real estate 
investment trust. This catalog of ob- 
jectives by no means exhausts the 
range of taxpayers’ ingenuity. 


On the other hand, the application 
of Section 351 may be disadvan- 
tageous. If a taxable sale of low- 


basis property to a corporation can 
be arranged, it is often possible to 
increase tax basis and therefore de- 
preciation allowances at capital gains 
rates, provided that Section 1239 is 
Conversely, high- 


not applicable.® 
basis inventory may be saleable at a 
price producing an ordinary loss, 
provided that Section 267 is not ap- 
plicable. A tax-free transfer under 
Section 351 may involve the abandon- 
ment of net operating loss carry-Overs 
of a predecessor sole proprietorship, 
partnership, or corporation. Or it 
may cloak the more subtle loss of 
pension and profit-sharing carry- 
overs, unemployment merit ratings 
and various tax deductions. Finally, 
whether tax-free or taxable, transfers 
of property into a corporation tend to 
be relatively painless compared to the 
cost and difficulty of taking the prop- 
erty out again, by distribution during 


*See Rev. Rul. 60-302, 1960-2 CB 223. 

"See, for example, Aqualane Shores, Inc. 
v. Commissioner, 59-2 ustc {[ 9632, 269 F. 2d 
116 (CA-5). 

*See, for example, Gooding Amusement 
Company, Inc., CCH Dec. 20,681, 23 TC 
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the life of the corporation or even on 
liquidation. 


The point of this brief survey is the 
obvious point that the use, abuse, 
or disuse of Section 351 requires at- 
tention to numerous consequences. 
Equally important, Section 351 is not 
elective ; a taxpayer who never sought 
its application may nevertheless be a 
party to a Section 351 transaction. 
Furthermore, as a guide to reading 
decisions in this area, “victories” un- 
der Section 351 are won by the Com- 
missioner or taxpayer only for the 
particular case or issue, which may 
be an issue of tax-free or taxable 
transaction,’ or a question of basis,’ 
or a question of an excess profits tax 
credit.’ In the next case the parties 
may exchange arguments. 


Statutory Language 


The statute provides that “no gain 
or loss shall be recognized if property 
is transferred to a corporation by one 
or more persons solely in exchange 
for stock or securities in such corpo- 
ration and immediately after the ex- 
change such person or persons are in 
control of the corporation.” 
“Control” here means ownership of 
80 per cent of the total voting stock 
and ownership of 80 per cent of the 
total shares of all other classes of 
stock of the corporation. “Stock or 
securities issued for services shall not 
be considered as issued in return for 
property.” 


Transferors 


For the purposes of the section the 
transferors may be an_ individual, 
trust, estate, partnership, corporation 


408 (1954), aff’d, 56-2 ustc J 9808, 236 F. 2d 
159 (CA-6). 

* See, for example, Ericsson Screw Machine 
Products Company, Inc., CCH Dec. 17,630 
14 TC 757 (1950). 
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or any other entity,’® and the trans- 
feree may be a business trust or 
association or other entity taxable as 
a corporation." The transferors need 
not have been co-owners or business- 
related persons prior to the trans- 
action.’? 


Property 


Case decisions make it clear that the 
term “property” includes money ** as 
well as stock and securities of other 
corporations. Before the 1954 Code, 
“property” might also have included 
claims and rights to compensation,™ 
but the “services” provision of Sec- 
tion 351 seems plainly to exclude any 
argument. For the purpose of deter- 
mining “control”, however, stock re- 
ceived for services is added to stock 
received for property by the person 
rendering the services, even though 
the stock received for services may 
be taxed as ordinary income." 


Stock or Securities 


What constitutes a security has 
been a perennial litigation issue in 
the application of Section 351 (or 
Section 112(b)(5), its predecessor 
section under the 1939 Code). At one 


extreme, a two or three year promis- 


* Regs. Sec. 1.351-1(a)(1). 

"See G. C. M. 621, V-2 CB 5 (1926). 

* Portland Oil Company v. Commissioner, 
40-1 ustc J 9234,109 F. 2d 479 (CA-1). 

* Halliburton v. Comm’r, 35-2 ustc J 9431 
(CA-9), 78 F. 2d 265; case cited at foot- 
note 12. 

“See Roberts Company, Inc., CCH Dec. 
14,521, 5 TC 1 (1945). Even under the 
present section, there may be room for 
the favorable juggling of stock for service by 
the use of two classes of stock. See Strouse, 
Adler Company, CCH Dec. 14,015(M), 
3 TCM 641 (1944); George M. Holstein, III, 
CCH Dec. 20,881, 23 TC 923 (1955); cf. 
Melvin Mailloux, CCH Dec. 24,912(M), 20 
TCM 942 (1961). 

*™ Regs. Sec. 1.351-1(a)(2), ex. 3. 

*Compare Pinellas Ice & Cold Storage 
Company, 3 ustc § 1023, 287 U. S. 462 
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sory note is not a security; at the 
other extreme, an eight or ten year 
bond or mortgage debenture would 
seem obviously to qualify.’ I doubt 
that any useful purpose is served in 
attempting to draw a sharper divid- 
ing line; in any case, I do not know 
where that line falls. 


The Treasury has taken the posi- 
tion in its Regulations that stock 
rights or warrants do not constitute 
either stock or securities.*7 And in a 
1957 ruling the Service took the same 
view of a contingent form of stock 
or stock right.** The recent decision 
of the Court of Appeals for the Eighth 
Circuit in the Carlberg?® case casts 
considerable doubt on these conclu- 
sions. 


Control 

By way of clarifying the require- 
ment of control, as set forth in Sec- 
tion 368(c), the Service has ruled that 
“80% of the total number of shares 
of all other classes of stock of the 
corporation” means 80 per cent of the 
total shares of each class of stock.”® 
This conclusion, allegedly derived 
from legislative history, appears also 
to be arguable, but states the policy 
for rulings. The percentage of stock 
required to be secured is measured by 


(1933) ; Lloyd-Smith v. Commissioner, 41-1 
ustc J 9167, 116 F. 2d 642 (CA-2); L. & E. 
Stirn, Inc. v. Commissioner, 39-2 ustc { 9741, 
107 F. 2d 390 (CA-2), rev’g CCH Dec. 
10,566, 39 BTA 143 (1939); Neville Coke & 
Chemical Company v. Commission, 45-1 ustc 
79233, 148 F. 2d 599 (CA-3); Rev. Rul. 
56-303, 1956-2 CB 193, with Camp Wolters 
Enterprises, Inc. v. Commissioner, CCH Dec. 
20,430, 22 TC 737 (1954), aff’d, 56-1 ustc 
J 9314, 230 F. 2d 555 (CA-5), aff’'g Burnham 
v. Commissioner, 36-2 ustc J 9544, 86 F. 2d 
776 (CA-7). 

*™ Regs. Sec. 1.351-1(a) (1). 

* Rev. Rul. 57-586, 1957-2 CB 249. 

® Carlberg v. U. S., 60-2 Ustc J 9647, 291 
F. 2d 507 (CA-8). 

* Rev. Rul. 59-259, 1959-2 CB 115. 
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issued and outstanding stock, and 
not by authorized or treasury stock.”* 


“Immediately After"’ 


The requirement that the trans- 
ferors have control “immediately 
after’ the exchange of property for 
stock has given rise to a very large 
number of cases in the so-called step 
transaction area—an area which, in 
the words of Randolph Paul, is “a 
morass of metaphysics.” ** The prob- 
lem arises when the transferors part 
with some of their “control” stock 
shortly after they have received it, 
pursuant to contract, unwritten ar- 
rangements or understandings, or an 
intent which they had all along. At- 
tempting to make some sense of the 
fifteen years of decisions prior to 
1939, Mr. Paul isolated fhe following 
factors as elements of judicial deci- 
sion: the integration of documents, if 
any; the time for which stock was 
held; the “intent” of the transferors; 
the “net effect” of what was done; 
tax avoidance motivations; and non- 
tax rules and analogies.** One ulti- 
mate test was whether “the nominally 
separate steps of the series are mutu- 
ally interdependent in the sense that 
while each such separate step might 
in another context stand independ- 
ently on its own feet all the 


* For the purpose of ascertaining the ap- 
plication of the section to a current trans- 
action, it makes no difference what part of 
the controlling stock was acquired in a 
previous taxable transaction. 

Also, since the section is not limited to 
transfers in which control is acquired, an 
exchange after the transferor of property 
already has secured control may be tax-free. 

* Paul, Selected Studies in Federal Taxation, 
Second Series (1938), Preface, p. vi. 

* Paul, cited at footnote 21, “Step Trans- 
actions,” pp. 200-254. 

* Paul, cited at footnote 21, at p. 245. 

* Regs. Sec. 1.351-1(a)(1). 

*S. Klein on the Square, Inc., CCH Dec. 
17,635, 14 TC 786 (1950), aff'd, 51-1 uste 
{ 66,010, 188 F. 2d 127 (CA-2); May Broad- 
casting Company v. U. S., 53-1 uste J 66,048 
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steps are component parts of another 
different transaction constituting a 
whole of which each step in question 
is a part.** Almost fifteen years and 
scores of decisions later, the factors 
and the test seem as good as any 
other; in my opinion they do not, 
unfortunately, yield much certainty : 
or predictability in result. For this 


purpose, a request for ruling is more 
satisfactory. Unfortunately, the Rul- 
ings Division will refuse to rule or 
rule negatively if in any doubt. 


Not that the Treasury is entirely 
unhelpful. The Regulations observe 
that “control immediately after” does 
not refer simply to time but compre- 
hends the carrying out of an agreed 
plan with due expedition.” 


At one extreme, the prompt dispo- 
sition of controlling stock in ac- 
cordance with a pre-existing legal 
obligation will destroy a Section 351 
transaction.”® The same result may fol- 
low if the disposition is made under an 
immediate and foreseen practical 
necessity, even without a firm legal 
obligation.2” On the other hand, the 
transferor’s mere intent to divest 
himself of stock, even if carried out 
promptly by gift or otherwise, prob- 
ably does not vitiate “control im- 
mediately after” in the sense of the 
section.** It has been held that an ex- 


200 F. 2d 852 (CA-8); Bassick v. Commis- 
sioner, 36-2 ustc 9 9407, 85 F. 2d 8 (CA-2). 

"Cf. Hazeltine Corporation v. Commis- 
stoner, 37-1 ustc J 9219, 89 F. 2d 513 (CA-3); 
case cited at footnote 9; Independent Oil 
Company, CCH Dec. 14,960, 6 TC 194 
(1946) ; Pickard v. Commissioner, 40-2 ustc 
7 9587, 113 F. 2d 488 (CA-2); Bard-Parker 
Company, Inc., CCH Dec. 19,226, 18 TC 1255 
(1952), aff'd, 55-1 ustc $9109, 218 F. 2d 
52 (CA-2). 

*Wilgard Realty Company, Inc. v. Com- 
missioner, 42-1 ustc 9452, 127 F. 2d 514 
(CA-2); ACF-Brill Motors Company, CCH 
Dec. 17,499, 14 TC 263 (1950), aff'd, 51-1 
ustc { 66,014, 189 F. 2d 704 (CA-3) ; Samuel 
Insull, Jr, CCH Dec. 8883, 32 BTA 47 
(1935); R. J. Harder, CCH Dec. 22,997(M), 
17 TCM 494 (1958). 
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change of property for stock followed 
shortly by a public offering of a sub- 
stantial part of the stock does not 
place the transaction outside of Sec- 
tion 351.*° 


One form of this problem which 
was often presented under the 1939 
Code has been eliminated under the 
1954 Code. Section 351(c) expressly 
provides that the distribution of stock 
received by a corporate transferor 
to its stockholders, whether or not 
the distribution is taxable to the stock- 
holders, will not undermine the Sec- 
tion 351 transaction. 


Proportionality of Interest 


May one transferor receive stock 
only while another receives securi- 
ties only? All transferors probably 
need not receive some form of equity 
or stock interest in a Section 351 
transaction, but as far as I know the 
matter has not been decided. The 
case seems to have recognized the 
propriety of disproportionate interest 
in voting stock and nonvoting stock 
received by respective transferors.*° 


Under the 1939 Code, Section 112 
(b) (5) required as a condition to a 
tax-free exchange that the amount of 
stock and securities received by each 
(transferor) is substantially in pro- 
portion to his interest in the property 
prior to the exchange.” This pro- 
vision gave rise to an inordinate 


* Lodi Iron Works, CCH Dec. 22,817, 29 
TC 696 (1958); American Bantam Car Com- 
pany v. Commissioner, CCH Dec. 16,601, 11 
TC 397 (1948), aff’d, 49-2 ustc 9471, 177 
F. 2d 513 (CA-3); Scientific Instrument Com- 
pany, CCH Dec. 18,766, 17 TC 1253 (1952), 
aff'd, 53-1 ustc J 9238, 202 F. 2d 155 (CA-6); 
but cf. Aviation Manufacturing Company, 
CCH Dec. 13,824(M), 3 TCM 255 (1944). 

See Mather & Company v. Commissioner, 
CCH Dec. 15,529, 7 TC 1440 (1946), aff'd, 
49-1 ustc 9127, 171 F. 2d 864 (CA-3); 
George M. Holstein, III, cited at footnote 14; 
Strouse, Adler Company, cited at footnote 14. 

* Regs. Sec. 1.351-1(b)(1). As to in- 
direct gifts, see Gift Tax Regs. Sec. 
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amount of controversy concerning 
whether proportionality should be de- 
termined under the “relative value” 
test or the “control” (or percentage 
of control) test. Under the 1954 
Code it is unnecessary to perpetuate 
the lore of this dispute, since the pro- 
portionality requirement has been de- 
leted from Section 351. Although 
“disproportionality” may not now 
affect the status of the basic trans- 
action, it may nevertheless reflect a 
gift, or compensation, or other tax- 
able transaction among the transfer- 
ors.** 


Business Purposes 


For many years, despite occasional 
judicial indications to the contrary,” 
it appeared that Section 351 did not 
require a showing of “business pur- 
pose” ** in the sense of Gregory_v. 
Helvering.** However, recent cases 
and rulings have, in dicta at least, 
invoked the business purpose doc- 
trine. Thus, in the 1960 case of Ha- 
berman Farms, Inc. v. U. S.** the court 
emphasized a lack of business pur- 
pose in the transfer of a profitable 
farm into a loss corporation. In an- 
other situation, where taxpayers 
sought to transfer the stock of a per- 
sonal holding company under Sec- 
tion 351 in order to deflect the tax 
payable on a deficiency dividend, the 
Service held that the transaction was 
simply an assignment of income and 


25.2511-1(h) (1); Heringer v. Commissioner, 
56-2 ustc 11,622, 235 F. 2d 149 (CA-9); 
Frank B. Thompson, 42 BTA 121 (1940). 

See Electrical Securities Corporation v. 
Commissioner, 37-2 ustc | 9529, 92 F. 2d 593 
(CA-2). 

“See, for example, Royal Marcher, CCH 
Dec. 8887, 32 BTA 76 (1935); Handbird 
Holding Corporation, CCH Dec. 8909, 32 
BTA 238 (1935); N & K Holding Company, 
38 BTA 830 (1938). 

* 35-1 uste ff 9043, 293 U. S. 465 (1935). 

* 60-1 ustc J 9397, 182 F. Supp. 829 (DC 
Neb.). 





did not, for lack of business purpose, 
qualify under Section 351.°* Not- 
withstanding these explicit declara- 
tions, the requirement is probably not 
so much one of “business purpose” as 
the absence of unusual tax avoidance 
purpose. I doubt that such a conven- 
tional motive as the choice of the cor- 
porate tax rate places the tax-free 
exchange in jeopardy. 

Before leaving the analysis of Sec- 
tion 351, I would like to mention 
briefly another problem which has 
achieved some vogue in recent years. 
Simultaneously with or sometime 
after a Section 351 transaction, the 
controlling stockholders may purport 
to sell, lease or license property to the 
controlled corporation. The “sale” 
will customarily be on an installment 
or deferred method. By means of this 
device, and without loss of control of 
the property by the stockholders, the 
corporation may gain a stepped-up 
basis and increased deductions, and 
the stockholders may draw out pres- 
ent or future earnings and profits at 
a reduced tax rate. In this area, also, 
on the question of recognizing the 
validity of the sale, the decisions go 
in all directions.** While often in the 
“step transaction” area, these situa- 
tions also have overtones of the “thin 
corporation” line of decisions, a point 
which courts have not missed. 


* Rev. Rul. 60-321, 60-2 CB 189. See also 
Rev. Rul. 55-36, 55-1 CB 340. 

* Compare J. J. Morgan, CCH Dec. 23,086, 
30 TC 881 (1958); Warren H. Brown, CCH 
Dec. 21,972, 27 TC 27 (1956); Ainslie Per- 
rault, CCH Dec. 21,370, 25 TC 439 (1955) 


aff'd, 57-1 ustc 99632, 244 F. 2d 408 
(CA-10); Harry F. Shanno, CCH Dec. 22,818, 
29 TC 702 (1958), with Houck v. Hinds, 
54-2 ustc 7 9567, 215 F. 2d 673 (CA-10); 
Aqualane Shores, Inc., CCH Dec. 23,013, 30 
TC 519 (1958), aff’d, 59-2 ustc J 9808, 269 
F. 2d 116 (CA-5); Truck Terminals, Inc., 
CCH Dec. 24,044, 33 TC 846 (1960) ; Gooding 
Amusement Company, Inc. v. Commissioner, 
cited at footnote 8; Albert E. Crabtree, CCH 
Dec. 20,273, 22 TC 61 (1954), aff’d, 55-1 
ustc §/ 9390, 22i F. 2d 807 (CA-2); Labrot 
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Transfers from Partnership 


Considering the long history of 
Section 351 and its predecessors, the 
number of practical problems under 
the section which have no clear an- 
swers is surprising. For example, in 
converting a partnership into a cor- 
poration, should the parties transfer 
assets of the partnership or should 
they transfer interests in the partner- 
ship? Put differently, is the partner- 
ship to be liquidated before or after 
the time of exchange? In most cases 
this will make little difference, be- 
cause the aggregate basis of assets 
to the partnership will not vary 
much, if at all, from the aggregate 
basis of partners’ interests in the 
partnership. However, if differences 
have developed through sale of inter- 
ests in the partnership or by death, 
the basis of corporate property and 
the stock received,** and the holding 
periods of each,*® may be seriously 
affected upon a Section 351 transac- 
tion. These problems are compli- 
cated where only part of the assets of 
a partnership are transferred or where 
the assumption of substantial liabili- 
ties is involved.*° 


Generally, without much attention 
to the problems, the courts have as- 
sumed that assets are transferred by 
the partnership, which receives back 
and distributes the stock to its mem- 


v. Burnet, 1932 CCH { 9091, 57 F. 2d 413 
(CA of D. C.); Bruce v. Knox, 60-1 ustc 
{ 9249, 186 F. Supp. 907 (DC Minn.). See 
also Sarkes Tarzian, Inc. v. U. S., 57-1 ustc 
{] 9387, 240 F. 2d 467 (CA-7). 

*See, for example, Liberty Tobacco Com- 
pany, CCH Dec. 19,461(M), 12 TCM 121 
(1953), aff'd per curiam 54-2 ustc { 66,079, 
214 F. 2d 231 (CA-3). 

*See Kessler v. U. S., 41-2 ustc {J 9780, 
124 F. 2d 152 (CA-3); but cf. George H. 
Thornley, CCH Dec. 13,301, 2 TC 220 
(1943), rev'd, 45-1 ustc 99139, 147 F. 2d 
416 (CA-3). 

“See Section 752 which treats assump- 
tion of partnership liabilities as equivalent 
to a distribution of cash under some cir- 
cumstances. 
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bers. The partnership is the “trans- 
feror.” ** However, at least one court 
in recent years determined that the 
partners were the transferors. I refer 
to the decision of the Court of Ap- 
peals for the Sixth Circuit in Flexer 
Theatres of Mississippi, Inc. v. U. S.° 
In the absence of a firm judicial rule, 
the mechanics and evidenced intent 
of the parties are likely to be control- 
ling for tax consequences. Accord- 
ingly, tax advisors should be conscious 
of a possible choice to be made. 


Assignment of Income and 
Accounting Problems 


Implicit in Section 351 exchanges 
are problems of assignments of in- 
come, unrealized income and the 
effects of changes in accounting meth- 
ods. A cash basis partnership trans- 
forms itself into an accrual basis 
corporation. How are the outstand- 
ing accounts receivable to be treated 
for tax purposes? 


To start with a clearer situation, 
the transfer of accounts reported on 
the installment method under Sec- 
tion 453 is tax-free and the corporation 


“See Labrot v. Burnet, cited at footnote 
37; Schmieg, Hungate & Kotzian, Inc., CCH 
Dec. 7860, 27 BTA 337 (1932); G. C. M. 
11,557, XII-1 CB 128 (1933); but cf. Para- 
dox Land & Transport Company, CCH Dec. 
7118, 23 BTA 1229 (1931). 

“55-1 ustc J 9503, 224 F. 2d 445. 

“Regs. Sec. 1.453-9(c)(2); G. C. M. 
4196, VII-2 CB 241; Nebraska Seed Com- 
pany v. U. S., 53-2 ustc J 9658, 116 F. Supp. 
740 (Ct. Cls.); see also Regs. 118, Sec. 
39.44-5(a). The Technical Amendments Act 
of 1958 created an exception to this rule 
where the transferee is a life insurance 
company. See Section 453(d)(5). 

“ Standard Paving Company v. Commis- 
sioner, 51-2 ustc §9376, 190 F. 2d 330 
(CA-10); Jud Plumbing & Heating, Inc., 
46-1 ustc $9177, 153 F. 2d 681 (CA-5); 
Alden Charles Palmer, CCH Dec. 22,642, 29 
TC.154 (1954). 

“40-2 ustc J 9826, 116 F. 2d 718 (1940). 

“CCH Dec. 21,675(M), 15 TCM 440 
(1956). Cf. Mayes v. U. S.. 53-1 ustc J 9101, 
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inherits the position of the trans- 
feror. This is set forth in the Regu- 
lations, rulings and decisions.** 


In the case of a transfer of partially 
completed projects reported on the 
completed contract method, the ulti- 
mate income derived on completion 
must be apportioned between the 
transferor and transferee of a Section 
351 transaction in the ratio of com- 
pletion at the time of the exchange. 
The measure of respective incomes 
may be by percentage of completion 
or by relative costs before and after 
the Section 351 exchange. These 
rules are based on case law.** 


In the case of P. A. Birren & Son v. 
Commissioner, the Seventh Circuit 
Court of Appeals dealt with the situa- 
tion of a transfer of previously un- 
taxed accounts receivable. There the 
court held that the transferee corpora- 
tion was liable for the tax on the in- 
come reflected in the accounts. The 
same conclusion was reached by the 
Tax Court in a memorandum decision 
in the case of Thomas W. Briggs.** 
However, it is not certain that the 
Service will maintain this position; 
in fact the indications are contrary.*’ 


106 F. Supp. 961 (DC Okla.), involving 
an individual-partnership transfer; National 
Securities Corp. v. Commissioner, 43-2 ustc 
7 9560, 137 F. 2d 600 (CA-3). See, also, 
H. Lewis Brown, CCH Dec. 10,819, 40 BTA 
565 (1939), aff'd, 40-2 ustc 7 9736, 115 F. 
2d 337 (CA-2); Mabee v. Dunlap, 51-2 ustc 
{ 9366 (DC Tex.). 

“ To some extent the problem of ordinary 
income items transferred into a corporation 
under Section 351 is analogous to the prob- 
lems of the distribution of income items 
from a corporation on liquidation. See 
Williamson v. U. S., 61-2 ustc 9 9583 (C:. 
Cls.); Family Record Plan, Inc., CCH Dec. 
24,843, 36 TC —, No. 33 (1961); Floyd v. 
Scofield, 52-1 ustc $9125, 193 F. 2d 594 
(CA-5); U. S. v. Lynch, 51-2 ustce § 9507, 
192 F. 2d 718 (CA-9); Idaho First National 
Bank v. U. S., 59-1 uste' J 9318, 265 F. 2d 6 
(CA-9); J. Ungar, Inc. v. Commissioner, 57-1 
ustc { 9678, 244 F. 2d 70 (CA-2); Donner 
v. Commissioner, 55-2 ustc J 9782, 227 F. 2d 
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On the deduction side, the law is rea- 
sonably settled that a corporate trans- 
feree cannot claim a deduction for the 
accrued liabilities, losses or expenses 
of its cash-basis or accrual-basis pre- 
decessor.** 


For years before the 1954 Code, a 
troublesome question arose when 
property subject to a mortgage in 
excess of basis was transferred to 
a corporation in a Section 351 trans- 
action. Was “gain” taxable on the 
exchange ? Several decisions under the 
old statute supported a completely 
tax-free view.*® Recent decisions in 
analogous situations, however, might 
suggest an opposite result.*° 


This problem no longer exists on a 
Section 351 transfer, because Section 
357(c) makes it clear that there is 
taxable boot to the extent that the 
sum of the liabilities assumed, or the 
liabilities to which property received 
is subject, exceeds the adjusted basis 
of the property transferred in the 
transaction. Note that where more 
than one property is transferred, the 
test is aggregate liabilities against 
aggregate adjusted basis; if one prop- 
erty has a basis less than the liabilities 
to which it is subject, but the basis 
of all properties exceeds all liabilities, 
no gain is recognized.™* 


The problem of property subject to 
liability is not altogether eliminated 
under the 1954 Code because a stock- 





(Footnote 47 continued ) 


381 (CA-2); cf. Diamond A Cattle Company 
v. Commissioner, 56-2 ustc 9629, 233 F. 
2d 739 (CA-10), rev’g and rem’g CCH Dec. 
19,927, 21 TC 1 (1953). 


“Stone Motor Company, CCH Dec. 
21,875(M), 15 TCM 944 (1956); Norman 
Cooledge, CCH Dec. 10,957, 40 BTA 1325 
(1939); Automatic Sprinkler Company, CCH 
Dec. 7826, 27 BTA 160 (1932); Merchants 
Bank Building Company v. Helvering, 36-2 
ustc J 9378, 84 F. 2d 478 (CA-8). 

“See Mendham Corporation, CCH Dec. 
16,004, 9 TC 320 (1947); Woodsam Asso- 
ciates, Inc. v. Commissioner, 52-2 ustc J 9396, 
198 F. 2d 357 (CA-2); Easson v. Commis- 
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holder may make a contribution to 
corporate capital of property mort- 
gaged in excess of basis. Such a con- 
tribution is ordinarily treated as a 
tax-free transfer but not within Sec- 
tion 351 because there is no exchange 
—no stock is received back.*? Section 
357(c) does not, in terms, apply to 
capital contribution. Nevertheless, it 
may be predicted that, by assimilation 
to Section 351 or by analogy to the 
decisions taxing gain on gifts of mort- 
gaged property, the generous con- 
tributor will pay tax on the excess 
of liability over basis. 


Comparison with Reorganizations 


To place Section 351 in perspective, 
particularly for planning purposes, it 
is perhaps worthwhile to compare the 
incidents of a Section 351 transaction 
with a reorganization under Section 
368. The earliest statutory provisions 
along the lines of Section 351 were 
introduced as a part of the general 
reorganization exceptions to recogni- 
tion of gain or loss.*® Even at present 
Section 351 may overlap or constitute 
a part of transactions under Sections 
368(a)(1)(C), 368(a)(1)(D), 368(a) 
(1)(F) and 355. There is no statutory 
declaration as to which section con- 
trols in an overlap, and this issue will 
presumably be resolved on a step 
transaction basis, in favor of reorgan- 
ization treatment where it makes a 
difference. 


sioner, 61-2 ustc J 9654 (CA-9), rev’g CCH 
Dec. 24,069, 33 TC 963 (1960). 

® See Joseph B. Simon, CCH Dec. 23,694, 
32 TC 935 (1959); Magnolia Development 
Corporation, CCH Dec. 24,331(M), 19 TCM 
934 (1960). 

* Regs. Sec, 1.357-2(a). 

* See Secs. 118, 362(a) (2). 

*= Cf. Commissioner v. Morgan, 61-1 ustc 
9 9317, 288 F. 2d 676 (CA-3), rev’g CCH 
Dec. 23,789, 33 TC 30 (1959); King v. U. S., 
35-2 ustc ¥ 9590, 79 F. 2d 453 (CA-4). 

* Magnolia Development Corporation, cited 
at footnote 50. ‘ 

* See Revenue Act of 1921, Sec. 203(c) (3). 
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Section 351 shares in common with 
Section 368 the provisions of Section 
357 (“Assumption of Liability”), Sec- 
tion 358 (“Basis to Distributees”), 
Section 362 (“Basis to Corporations”) 
and Section 368(c) (“Control”). How- 
ever, Section 351, in subsection (b) 
thereof, has it own boot provisions. 
Moreover, the rule for transfer of 
earnings and profits is different; the 
earnings of a parent corporation do 
not pass to a subsidiary on a Section 
351 transaction. 


In many respects Section 351 affords 
greater scope for versatility than the 
reorganization sections.” Obviously 
individuals, partnerships, trusts and 
estates may be parties to a Section 
351 exchange, but not a reorganiza- 
tion. Preferred stock created under 
Section 351 does not as such acquire 
the “Section 306 stock” stigma; bail- 
out possibilities remain available. 
With respect to net operating loss 
carry-overs, Section 351 transactions 
are subject to the rules of neither 
Section 381 nor Section 382(a) or (b), 
although, like reorganizations, Sec- 
tion 351 transfers may fall within 
Section 269. Finally, there is no carry- 


* Regs. Sec. 1.312-11(a). 

* Under Section 351, for example, secu- 
rities may be received tax-free, although on 
a reorganization securities are received tax- 
free only if in exchange for previously out- 
standing securities. Compare Section 351 
(b) with Section 354(a)(2)(A). 

*® However, if Section 306 stock constitutes 
a part of the property transferred into the 
corporation under Section 351, this stock 
retains its “Section 306” character and the 
stock issued by the transferee corporation 
also becomes “Section 306 stock”; thus the 
possibility arises of a double sanction. See 
Section 306(c)(1)(B), (C). 

"See Textile Apron Company, Inc., CCH 
Dec. 19,958, 21 TC 147 (1953); Frank G. 
Wikstrom & Sons, Inc., CCH Dec. 19,664, 
20 TC 359 (1953); Albert C. Becken, CCH 
Dec. 14,689, 5 TC 498 (1945); Akron, Can- 
ton & Youngstown Railroad Company, CCH 
Dec. 20,414, 22 TC 648 (1954); Rev. Rul. 
56-256, 1956-1 CB 129. The provisions of 
Section 401 relating to a change of account- 
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over of accounting methods, elections, 
or other items referred to in Section 
381, since neither that section nor 
case law requires a continuation of 
these items upon a Section 351 trans- 
action.” 


Rulings 


Most large-scale Section 351 trans- 
actions are advisedly the subjects of 
ruling requests made to the reorgan- 
ization branch of the rulings division 
in Washington. Accordingly, it may 
be useful to identify some subjects on 
which the Service will not rule. The 
Service will not decide any “thin 
capitalization” question.® Nor will it 
ordinarily rule on the tax-free charac- 
ter of an exchange involving issuance 
of stock plus substantial amounts of 
bonds or certificates of indebtedness. 
It will decline questions involving the 
transfer of the “know-how” of a 
domestic corporation to a foreign 
corporation for stock. It will not 
pass on simultaneous transfers of 
appreciated stocks or securities into 
a mutual fund, or transfers of appre- 
ciated real properties into a real estate 


ing method are evidently not available to 
a Section 351 corporate successor, since 
Section 481 relates to a change of method 
of “the taxpayer”; the corporate successor 
is a different taxpayer. See cases cited 
above. 

@ Rev. Rul. 60-6, 1960-1 CB 880, Sec. 3.01 
(5)(15). 

* Announcement 61-31, 1961-13 I. R. B. 
21, Item (3). This nonruling policy is a 
reversion to the position of the Service 
some six or seven years ago. It is appar- 
ently in response to requests for the ruling 
of which the following is typical: The 
owners of stock of numerous corporations 
propose to transfer the stock into a hold- 
ing company, tax-free under Section 351, in 
exchange for stock and bonds, The bonds 
equal the aggregate accumulated earnings 
and profits of the entire group of operating 
corporations. 

* Announcement 61-31, cited at footnote 
61, Item (4). 
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investment trust.** Generally, a ruling 
is unobtainable, except negatively, 
where “control” questions, involving 
planned divestment of stock, are pre- 
sented. 


Thin Incorporations 


This brings us to the problems 
of thinness, or the creation of debt 
in capital structure. Here, Polonius’ 
cautious advice to Laertes, “Neither a 
borrower nor a lender be . . . for loan 
oft loses both itself and friend,” * 
makes some sense for a stockholder 
and his corporation. Where a stock- 
holder borrows from the corporation, 
the risks of dividend taxation or high- 
lighting an accumulations problem 
are well recognized. Nevertheless, 
from the point of view of the share- 
holder, lending to the corporation pro- 
vides a manner in which his investment, 
or at least a substantial portion of 
it, may be recouped tax-free. The 
distasteful tax consequences of a stock 
redemption © do not follow from re- 


payment of a loan. 





* Announcement 61-31, cited at footnote 
61, Item (2). The refusal to rule in this 
case apparently reflects the view that numer- 
ous transfers by unrelated transferors, which 
are merely synchronized, do not fall within 
the intended scope of Section 351. The 
transfers are separate transactions, not part 
of a single transaction. Also, it may be felt 
that a favorable ruling policy on these trans- 
actions would be inconsistent with Section 
1031(a), which parenthetically excludes tax- 
free exchanges of stocks, bonds, notes or 
other securities or evidences of indebtedness. 


™ See Section 302. 

“See Section 1232(a)(1), but see Section 
1232(a)(2) for the exception for original 
issue discount. 

“This will follow in the event that the 
principal amount of the securities received 
does not exceed the principal amount of 
the securities surrendered. Any excess will 
result in “boot.” Sections 354(a)(2), 356 
(d). See Silverman, “Debt in Corporate 
Amalgamations,” 44 Virginia Law Review 
873 (1958). 

* However, in most cases, the loss would 
only result in a short-term capital loss for 
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Where indebtedness takes the form 
of securities and the value of such 
securities exceeds their basis, the ex- 
cess will ordinarily be treated a capital 
gain upon sale to outsiders or retire- 
ment by the corporation. Other ad- 
vantages are a possible tax-free 
participation in a later refinancing of 
the corporation,®’ and the bad debt 
deduction which may be claimed in 
the event of the failure of the corpo- 
ration. 


Substantial tax advantages are avail- 
able also to the corporation. Primarily, 
it will receive a deduction for interest 
paid on indebtedness; dividends, it 
goes without saying, would not be 
deductible.” Also, the corporation 
may obtain a stepped-up basis tf assets 
are received in exchange for short- 
term debt or contract obligations. 
However, this kind of transaction 
would have to fall outside the scope 
of Sections 351 and 1239. Finally, a 


heavy debt structure may provide 


nonbusiness bad debts. See Section 166(d). 
See also Commissioner v. Smith, 53-1 ustc 
{ 9317, 203 F. 2d 310 (CA-2), cert. den., 346 
U. S. 816 (1935); Giblin v. Commissioner, 
56-1 ustc ¥ 9103, 227 F, 2d 692 (CA-5); 
Tony Martin, CCH Dec. 21,292, 25 TC 94 
(1956); Estate of Lawrence M. Weil, CCH 
Dec. 22,673, 29 TC 366 (1957). 

Note that an ordinary deduction for 
operating losses could be taken under Sub- 
chapter S. See Section 1374. However, if 
debt is considered to be the equivalent of 
stock, it may also be regarded as a second 
class of stock. See Regs. Sec. 1.1371-1(g). 
Two classes of stock destroy the Subchapter 
S election. See Sec. 1374(a) (4). 

Also, an ordinary loss deduction may be 
available on the worthlessness of stock in 
a “small business corporation,” as defined 
in Section 1244. 

“Section 163. 

® However, the individual stockholder loses 
the benefit of the $50 exclusion (Section 
34) and the credit for dividends received 
(Section 116). The corporate shareholder 
loses the benefits of the 85% dividends re- 
ceived credit (Section 243(a)). 
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some defense against a charge of un- 
reasonable accumulations.” 


Hybrid" Securities 

Historically, the advantages of thin- 
ness were first sought to be exploited 
by the issuance of so-called “hybrid” 
securities. Some of the characteristics 
of the instruments include (1) owner- 
ship in the same proportion as stock 
ownership; (2) transferability only 
upon concurrent transfer with the 
stock; (3) far-off maturities; (4) in- 
terest dependent upon income, or alto- 
gether discretionary with the directors ; 
(5) subordination to general creditors 
of payment of the interest or principal 
(or both); and (6) issuance only to 
stockholders in conjunction with 
stock.” 

Prior to the Supreme Court’s land- 
mark decision in John Kelley Company 
v. Commissioner,"> most of the cases 
testing the authenticity of debt in- 
volved hybrid securities..* As the 
court noted in Kelley, the method of 
reaching a decision in those cases 
involved “a minute comparison of, 
and effort to differentiate, . . . multi- 
tudinous microscopic details.” 


Kelley and Talbot Mills 

The Kelley decision was a consoli- 
dation of two cases, John Kelley Com- 
pany ** and Talbot Mills.**7 The former 
involved a closely held corporation, 
owned by Mr. and Mrs. Kelley, indi- 





™See Lion Clothing Company, CCH Dec. 
15,833, 8 TC 1181 (1947); Gazette Telegraph 
Company, CCH Dec. 19,419, 19 TC 692, 706 
(1953), aff'd on other grounds, 54-1 vustc 
79214, 209 F. 2d 926 (CA-10); but see 
Smoot Sand & Gravel Corporation, CCH 
Dec. 21,668(M), 15 TCM 418, 432 (1956), 
rev'd and rem’d 57-1 ustc § 9376, 241 F. 2d 
197 (CA-4), cert. den., 354 U. S. 922 (1957); 
on remand, CCH Dec. 23,307(M), 17 TCM 
1086, aff’d, 60-1 ustc § 9241, 274 F. 2d 495 
(CA-4), cert. den., 363 U. S. 832 (1960). 

® Bittker, Federal Income Taxation of Cor- 
porations and Shareholders (1959), p. 113. 

"46-1 ustc § 9133, 326 U. S. 521 (1946). 
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vidually and in a trustee capacity. In 
1937, a recapitalization of the tax- 
payer was effected. As a part of the 
recapitalization, the issuance of $250,000 
eight per cent “income debenture 
bonds” was authorized. The bonds 
were offered in exchange for preferred 
stock at the rate of $102 in bonds per 
share of stock. Some extra bonds 
were offered to the shareholders for 
the purpose of providing cash for 
business expansion. Relying on these 
facts the Commissioner disallowed 
interest deductioins to the taxpayers. 


The bonds were payable in approxi- 
mately ten years and were subordi- 
nated to all nonshareholder debt; 
interest was noncumulative and pay- 
able only out of income. There were, 
however, provisions with respect to 
default, particularly with regard to 
the bondholders’ rights if income was 
earned but interest was not paid. The 
Tax Court found enough substance 
in these latter provisions to hold for 
the taxpayer. However, the court 
of appeals reversed, the whole device 
being characterized as “hocus pocus.” ** 

In the Talbot Mills case, interest 
rates were variable, depending upon 
earnings ; payment of interest was de- 
ferable at the discretion of the board 
of directors; and no default provi- 
sions were included. Distinguishing 
the facts of the Kelley case, the Tax 
Court found against the taxpayer, and 
the court of appeals affirmed.” 


“See, for example, First Mortgage Cor- 


poration v. Commissioner, 43-1 ustc { 9400, 
135 F. 2d 121 (CA-3); Commissioner v. Meri- 
dian & Thirteenth Realty Company, 42-2 ustc 
4 9725, 132 F. 2d 182 (CA-7); Helvering v. 
Richmond, Fredericksburg & Potomac Rail- 
road Company, 37-2 ustc $9353, 90 F. 2d 
971 (CA-4). 

* Cited at footnote 73, at p. 532. 

* CCH Dec. 12,931, 1 TC 457 (1943). 

™ CCH Dec. 13,691, 3 TC 95 (1944). 

*John Kelley Company v. Commissioner, 
45-1 ustc § 9117, 146 F. 2d 466 (CA-7). 

* Talbot Mills v. Commissioner, 45-1 ustc 
§ 9122, 146 F. 2d 809 (CA-1). 
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In one opinion disposing of both 
cases, the Supreme Court affirmed 
the Tax Court in both instances, rely- 
ing on Dobson v. Commissioner * which 
had held that Tax Court decisions 
were final as to every issue except 
obvious issues of law. “Mixed ques- 
tions like ‘stock’ versus ‘bonds’ and 
‘interest’ versus ‘dividends’ are not in 
that latter category.” The Supreme 
Court felt that the difference in result 
was justified by the fluctuating inter- 
est rate in the Talbot Mills case and 
also by the fact that all of the bonds 
issued in the Talbot Mills case were 
obtained in exchange for stock. 


Arithmetical Ratios 


The Supreme Court decision also 
inaugurated what may be referred to 
by social historians as the “Age of 
Ratios.” This came about when con- 
temporary scholastics examined the 
implications of a dictum by Mr. Jus- 
tice Reed: * 

“As material amounts of capital 
were invested in stock, we need not 
consider the effect of extreme situa- 
tions such as nominal stock invest- 
ments and an obviously excessive 
debt structure.” 


Seizing upon the concept of exces- 
siveness, the courts and tax com- 
mentators very seriously concerned 
themselves for most of the decade fol- 
lowing the Kelley decision with the 
proper arithmetical ratios of debt to 
equity. 

A number of problems arose in 
computing the ratio itself, apart from 
the significance to be attributed to 
the ratio once it was determined. 
First was the issue of whether non- 





” 44-1 ustc § 9108, 320 U. S. 489 (1943). 

* Cited at footnote 73, at p. 526. 

* Caplin, “The Calorie Count of a Thin In- 
corporation,” Seventeenth Annual New York 
University Institute on Taxation 771, 777 
(1959). 
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stockholder debt should be included 
on the debt side of the ratio. Thin- 
ness being essentially a problem of 
pro rata holdings, it seemed evident 
that, absent a pro rata holding, there 
was little reason to question the legi- 
timacy of the debtor-creditor relation- 
ship. As far as the equity side of the 
ratio was concerened, the problem of 
primary importance was the method 
of valuing the stock. The dominant 
view came to be one of valuing assets 
at fair market value rather than book 
value. 


Although there has been much talk 
in tax literature about “safe” and 
“dangerous” ratios, the significance of 
mathematical guides has undoubtedly 
been overstated. A review by the 
present Commissioner, in his more 
scholarly days, of the ratios in various 
cases decided by the Tax Court sug- 
gests little consistency, if any. Ratios 
as low as five to one were determined 
against the taxpayer, while true debt 
was found despite ratios as high as 
39 to one.*? 


Some courts have expressly refused 
to recognize the importance or even 
the existence of mathematical tests. 
For example, the Court of Appeals 
for the Fifth Circuit in Rowan v. 
United States has observed : ** 


“It would obviously work an un- 
warranted interference by the courts 
in ordinary and perfectly proper busi- 
ness procedures for us to say that 
there can be established as a matter 
of hindsight, a ratio of stockholder- 
owned debt to the capital of the 
debtor corporation.” 


About 1956, the search for arith- 
metical certainty gave way to a 


55-1 ustc J 9188, 219 F. 2d 51, 55 (CA-5). 
In the Kraft Food Company case, 56-1 ustc 
q 9428, 232 F. 2d 118 (CA-2), rev’g CCH 
Dec. 20,121, 21 TC 513 (1954), the court 
of appeals suggested that one evidence of 
an intention to create a debt is the tax- 
payer’s knowledge that only a bona fide 
debt would secure an interest deduction. 


TAXES —The Tax Magazine 





search for the taxpayer’s intent or 
the net effect of his acts. Reconcilia- 
tion of the cases of this latest era, 
as Mr. Caplin has further observed, 
is “well nigh impossible.” ** Almost 
all that can be said with assurance is 
that the courts have been slow to 
decide against the taxpayer where 
there is evidence of some legitmate 
business need or desire for the crea- 
tion of the debt.*® For a finding of 
the intent of the parties is in practice 
little more than the court’s conclu- 
sion that under the circumstances the 
advances can or cannot realistically 
be considered as creating an interest 
different from the interest represented 
by the equity capital.** 


With few exceptions, the courts 
have held that thinness alone is not a 
basis for treating garden-variety debt 
instruments as evidences of capital 
stock. In this sense the language 
of the Tax Court in the Colony case *" 
is troublesome, although on the ex- 
treme facts the result seems not un- 
reasonable. A corporation organized 
to acquire, subdivide and sell real 
estate was formed with $1,000 capital 
stock. It obtained bank loans, secured 
by liens on its real estate, in the 
amount of approximately $150,000. 
Some stockholders, but not all, lent 
the company about $58,000 and re- 


ceived the company’s promissory notes 


“Work cited at footnote 82, at p. 810. 

"See, for example, Leach Corporation, 
CCH Dec. 23,031, TC 563 (1958); Morgan, 
CCH Dec. 23,086, 30 TC 881 (1958). 

“ See Swoby Corporation, CCH Dec. 16,123, 
9 TC 887 (1947); Sam Schnitzer, CCH Dec. 
17,094, 13 TC 43 (1949), aff'd per curiam 
50-2 ustc J 9410, 183 F. 2d 70 (CA-4), cert. 
den., 340 U. S. 911 (1951); Isidore Dobkin, 
CCH Dec. 17,767, 15 TC 31 (1950), aff'd, 
51-2 ustc J 9509, 192 F. 2d 392 (CA-2). 

"CCH Dec. 21,665, 26 TC 30 (1956), 
aff'd per curiam on other grounds, 57-1 
ustc J 9636, 244 F. 2d 75 (CA-6), rev’d on 
other grounds, 58-2 ustc J 9563, 357 U. S. 
28 (1958). 

“Cited at footnote 87, at p. 42. The 
court quoted from /sidore Dobkin, cited at 
footnote 86, in which it had said: 
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for that amount. The court held that 
the $58,000, ostensibly loaned, con- 
stituted contributions to capital rather 
than loans, and amounts paid by the 
corporation on the “notes” were not 
deductible as interest payments. 


The court rationalized its decision 
primarily on the basis that $1,000 was 
“patently inadequate” to carry on the 
business for which the corporation 
was formed.** The substantial dis- 
proportion of stock and debt hold- 
ings, which existed in that case, was 
dismissed as being of little impor- 
tance. 


In other cases, the courts have 
stressed additional factors to justify 
their conclusions. For example, in the 
case of Lewis L. Culley,®® the court 
held that no debt relationship had 
been created where a _ continuing 
course of advances by a stockholder 
to a corporation in order to pay for 
day-to-day operations was shown. In 
the case of Leach Corporation,®® the 
court pointed out that thinness is 
merely a “suspicious circumstances”. 
No rule of thumb automatically 
classifies a debt as a sham merely 
because of a high debt to equity ratio. 
It is still necessary to see whether 
the so-called creditors placed their 
investment at the full risk of the 


business or whether there was an 


“When the organizers of a new enterprise 
arbitrarily designate ‘as loans the major 
portion of the funds they lay out in order 
to get the business established and under 
way, a strong inference arises that the en- 
tire amount paid in is a contribution to 
the corporation’s capital and is placed at 
risk in the business. Cohen v. Commissioner, 
148 F. 2d 336; Joseph B. Thomas, 2 TC 
193. The formal characterization as loans 
on the part of the controlling stockholders 
may be a relevant factor but it should not 
be permitted to obscure the true substance 
of the transaction.” 

"29 TC 1076 (1958). 

“Cited at footnote 85. See also J. A. 
Maurer, Inc., CCH Dec. 23,182, 36 TC 1273 
(1958). 

" Cited at footnote 85, at p. 578. 





intention that the alleged loans be 
repaid in any event.” 


Other Problems of Thinness 


The thinness problem arises in areas 
apart from the interest deduction. 
The most important of these is the 
ultimate repayment of the loan.” 
Several different tax consequences 
may attend such payment: treatment 
as a nontaxable loan repayment; or 
as a return of capital; or as a capital 
gains redemption; or as a dividend 
under Section 302. As in the interest 
deduction area, the result depends 
upon the characterization of the rela- 
tionship between the _ stockholder- 
creditor and the corporation. We 
should again be able to dismiss the 
problem for securities held by non- 
stockholders, unless the attribution 
rules of Sections 302 and 318 are 
deemed applicable to the problem of 
characterization.” 


Another form in which the issue 
of thinness may arise consists of de- 
termining the kind of deduction avail- 
able on the worthlessness of the 
alleged debt. If treated as debt other 
than a security, the loss on worth- 
lessness may be an ordinary deduc- 
tion for a business bad debt or a 
short term capital loss on a nonbusi- 
ness bad debt.® If treated as stock, 


* See American-La France-Foamite Corpo- 
ration v. Commissioner, 61-1 ustc J 9153, 284 
F. 2d 723 (CA-2); Gloucester Ice & Storage 
Company, CCH Dec. 24,359, 19 TCM 1015 
(1960). 

* For a fuller discussion of this problem, 
see Coldstein, “Corporate Indebtedness to 
Stockholders; Thin Capitalization and Re- 
lated Problems,” 16 Tax Law Review 12, 
37-39 (1960). 

“Tt is unlikely that the attribution rules 
apply since the matter of characterization 
logically precedes the use of the construc- 
tive ownership rules. 

"In the few cases in which the share- 
holder-creditor has been found to have been 
in the business of organizing, promoting 
and financing corporations, a business bad 
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or security indebtedness, the loss will 
produce a long or short term capital 
loss.** 


Still another problem of stockhold- 
ers’ loans may arise on reorganiza- 
tion. The Internal Revenue Service 
has been known to take the position 
in ruling situations that unless short 
term debt is converted into capital 
stock, it may constitute “boot” tax- 
able as a dividend. 


Legislative Proposals 


It is not surprising that the current 
state of the law on debt to stock- 
holders has engendered some dissatis- 
faction. Several groups, notably the 
American Law Institute, the American 
Bar Association and the Advisory 
Group on Subchapter C, have pro- 
posed legislative remedies.” 


The American Law Institute seeks 
to solve the thin corporation problem 
with a six-pronged definition of in- 
debtedness, including (1) an uncon- 
ditional obligation to pay a sum 
certain in money; (2) maturity on or 
before a fixed date; (3) issuance for 
adequate consideration or as a divi- 
dend; (4) no subordination to trade 
creditors generally; (5) no voting 
rights, except on default; and (6) in- 
terest payments to be independent of 
earnings.** If any of the criteria are 
missing, the taxpayer still may have 


debt deduction was allowed. See, for ex- 
ample, Malony v. Spencer, 48-2 ustc ¥ 9386, 
172 F. 2d 638 (CA-9); Phil L. Hudson, CCH 
Dec. 23,292, 31 TC 574 (1958). Charles G. 
Berwind, CCH Dec. 19,806, 20 TC 808, aff'd, 
54-1 ustc J 9285, 211 F. 2d 575 (CA-3). In 
the usual case of a shareholder who has 
lent money to only one or two corpora- 
tions, a bad debt seems to be deductible 
only as a nonbusiness bad debt. See, for 
example, Chandler v. Edwards, 53-2. ustc 
{ 9485, (DC Ga.). 

* Section 165(¢). 

* See also H. R. 8300, the House version 
of the 1954 Code, Section 312(G), (C) 
and (d) and Section 275. 

“2 ALI Federal Income Tax Statutes 
Sec. X 500 (g) (February, 1954, draft). 


TAXES —The Tax Magazine 





an opportunity to argue the merits 
of his position without the verdict 
automatically going against him. 

The American Bar Association’s 
proposal differs little from that of the 
American Law Institute. It makes no 
reference to voting rights, but it does 
recognize the thinness problem by 
setting a ten to one ratio as the maxi- 
mum limit of safety. Again, if any of 
the criteria are not met, the taxpayer 
has a chance to justify his position on 
the grounds of the “business require- 
ments of the corporation.” 

The Subchapter C Advisory Group’s 
recommendations differ from those of 
the American Bar Association and 
American Law Institute in a number of 
ways. First, the maturity date must not 
be “unreasonably distant.” Next, inter- 
est must not be “excessive” ; the obliga- 
tion must be incurred “under circum- 
stances which do not negative any 
reasonable expectation of payment”’ ; the 
debt side of the ratio shall include loans 
guaranteed by shareholders as well as 
made by them; and the obligation 
may arise through a dividend. Finaily, 
a more conservative “safe” ratio of 
five to one is prescribed.’ 
the 
changes satisfactorily solves the prob- 
lem for which the changes are de- 
signed. Each simply offers an assured 
area for stockholders’ maneuvers, and 
in this respect reflects the same kind 


None of proposed statutory 





” ABA Section of 
Recommendations in 
visions of 


317(c). 


Taxation, Legislative 
Respect of the Pro- 
Subchapter C, proposed Sec. 


“” Advisory Group on Subchapter C, “Re- 
vised Report on Corporate Distributions 
and Adjustments” (December 11, 1950). 


™ Since the end of World War II, the 
number of corporations filing income tax 
returns has more than doubled. See United 
States Bureatf of the Census, Statistical Ab- 
stract of the United States (18th ed. 1959), 
p. 375. While this undoubtedly reflects a 
period of economic expansion, it may also 
indicate awareness of the advantages of 
multiplying corporate structures. 
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of questionable statutory policy which 
produced the elaborate rules of Sec- 
tion 302. It is doubtful that any com- 
bination of guarantees to taxpayers 
plus a litigating chance beyond the 
guaranteed area makes sense, except 
to reduce the federal revenues for the 
benefit of an already highly-favored 
group of close corporaton  stock- 
holders. 


Multiple Corporations 


Having considered some tax possi- 
bilities in organizing a single corpora- 
tion, the next question that arises 1s 
how many corporations can be organ- 
ized to conduct a business.** This in- 
quiry concerns one of the currently 
dynamic areas of tax law. It has been 
estimated that more than 300 mul- 
tiple corporation cases were pending 
recently before the Los Angeles office, 
alone, of the Internal Revenue 
Service.’ 

The advantages of multiplying cor- 
porations are considerable.’®* By vir- 
tue of the surtax exemption provided 
in Section 11(c) it is possible to save 
up to $5,500 in tax for each corpora- 
tion established. Each corporation is 
entitled under Section 535(c) to a 
minimum accumulated earnings credit 
of $100,000. Finance companies in 
particular may effectively use mul- 
tiple corporations to minimize per- 
sonal holding company problems.'™ 


“ Tritt and Spencer, “Current Tax Prob- 
lems in Incorporation of a Going Busi- 
ness,” 1958 Southern California Tax Institute, 
pp. 71,109. 

*§ For a comprehensive analysis of the 
advantages and disadvantages of using mul- 
tiple corporations, see Driscoll, “Incorpo- 
rating, in Multi-Corporate Form, an Existing 
Business,” Sixteenth Annual Institute, 343 
(1958). 

™ See Stone, “Financial Institutions and 
Personal Holding Company Law,” 37 Taxes 
803, 807 (1959). For example, under Sec- 
tion 542(c)(6), a licensed personal finance 
company will not be a personal holding 
company if 60 per cent or more of its income 

(Continued on following page) 
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Different accounting methods and pe- 
riods may be adopted by the various 
corporations. Similarly, tax elections 
may be made differently by each cor- 
poration if it is advantageous to do 
so. Multiple corporations may also 
provide excise tax advantages. By 
the creation of a foreign subsidiary, 
foreign income may be insulated from 
United States tax.’ 

The existence of multiple corpora- 
tions very often makes it possible to 
sell, liquidate or redeem one part of 
the business without recognition of 
gain upon the whole. Companies 
pressed for working capital may con- 
sider the use of multiple corporations 
as a means of avoiding estimated cor- 
porate income tax payments other- 
wise due when corporate income 
taxes are reasonably expected to 


exceed $100,000. Under certain cir- 
cumstances multiple corporations may 
protect against collapsible corpora- 


tion dangers.’ 


Inter-corporate sales may be effec- 
tively, if cautiously, used where sev- 
eral corporations exist. For example, 
Section 267, which prohibits losses on 
sales between certain persons, appar- 
ently does not apply to intercorporate 
sales, even if the corporations are 
owned by the same persons. On the 
gain side, Section 1239, which pro- 
vides that gains on certain sales of 
depreciable property between related 
interests are taxed at ordinary income 
rates, does not apply to intercorporate 
sales. Thus, corporation A may sell 
property to corporation B at capital 
gains rates, and corporation B will 
receive a stepped-up basis, the depre- 
ciatron from which will be offset 
against its ordinary income. 





(Footnote 104 continued) 


is derived from small loans. Similarly, under 
Section 542(c)(9), a sales finance company 
will not be a personal holding company if 
at least 80 per cent of its income is derived 
from discounts, loans secured by tangible 
personal property, and nonpersonal holding 
company income. Thus, by channeling the 


1094 


December, 1961 ®@ 


On the negative side, net operating 
losses of one corporation cannot easily 
be offset against the income of other 
corporations. This factor is frequently 
exaggerated, however. If the corpo- 
rations are parent and subsidiary, it is 
usually not difficult to liquidate under 
Section 332 and thereby obtain the 
net operating losses under Section 
381. If the corporations are so-called 
sister corporations with substantially 
the same stock ownership, the corpo- 
rations can be merged. The Commis- 
sioner’s favorite weapons against the 
acquisition of loss carry-overs, that is, 
Sections 269 and 382(b), are blunted 
if the parent-su’)-idiary relationship 
exists or if commou stock ownership 
prevails. 


Statutory Sanctions 

The creation of multiple corpora- 
tions has never been comprehensively 
considered by Congress, and the Code 
sections under which the Commis- 
sioner attacks multiple entities, except 
Section 1551, are largely fortuitous 
and designed primarily for other pur- 
poses. As a foundation for understand- 
ing the development of the law of 
multiple corporations, we may com- 
ment briefly on the Commissioner’s 
four statutory weapons. The most 
successful weapon has been Section 
61 (Section 22(a) of the 1939 Code) 
whereby a general “sham” or “assign- 
ment of income” theory has been ap- 
plied to tax all of the income to the 
primary corporation of the group. 
Another section frequently invoked is 
Section 482 (Section 45 of the 1939 
Code) permitting reallocation of in- 
come among related entities. Section 
269 (Section 129 of the 1939 Code) 


respective types of income into two corpo- 
rations it may be possible to remove both 
from personal holding company status. If 
all income is realized in a single corpora- 
tion it may be impossible to meet the 
exemption requirements. 


* But see Sec. 367. 
™ See Driscoll, cited at footnote 103. 
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applies to the acquisition or formation 
of corporations where “the principal 
purpose” is tax avoidance through se- 
curing tax benefits, credits, deductions 
and allowances. Lastly, Section 1551 
(formerly Section 15(c) of the 1939 
Code) disallows the surtax exemption 
and accumulated earnings credit where 


“ce 


obtaining these tax benefits is “a 
major purpose” underlying the crea- 
tion or activation of a subsidiary by a 
transfer of property other than cash. 


Section 482 


Under the Revenue Act of 1921, as 

a part of the consolidated returns sec- 
tions, the Commissioner was given 
the power in Section 240(d) to 
4 consolidate the accounts of 
related trades and businesses.” 

In 1928 the’ language dealing with 
consolidation of accounts was elimi- 
nated and Section 45 (now Section 


™ For a detailed discussion of Section 
482, see Cooper, “Section 45” 4 Tax Law 
Review, 131 (1949); Holzman, “Arm’s 
Length Transactions and Section 45,” 25 
Taxes 389 (1947). See also, Commissioner 
v. Chelsea Products, Inc., 52-2 ustc ¥ 9370, 
197 F. 2d 620 (CA-3). 

™ During this period the first $2,000- 
$3,000 of corporate income was exempt. 
The maximum corporate tax rate was 13% 
per cent. 

See, for example, Briggs-Killian Com- 
pany, CCH Dec. 10,865, 40 BTA 895 (1939), 
where the taxpayer corporation engaged in 
the contracting business. A paving business 
was financed and managed by the two 
shareholders of taxpayer as an individual 
venture. All of the equipment for the ven- 
ture was rented from taxpayer. The Tax 
Court refused to allocate the income from 
this venture to the taxpayer corporation. 
In Miles-Conley Company, Inc., CCH Dec. 
16,368, 10 TC 754 (1948), the taxpayer was 
a commission dealer in fresh fruits and 
vegetables. A controlling shareholder formed 
a proprietorship to take over vegetable busi- 
ness. The Tax Court refused to apply Sec- 
tion 45. In Seminole Flavor Company, CCH 
Dec. 14,511, 4 TC 1215 (1945), the share- 
holders formed a partnership to sell and 
distribute soft drinks and concentrates man- 
ufactured by taxpayer corporation. The 
Tax Court held Section 45 inapplicable. In 
John Wachtel Corporation, CCH Dec. 14,683, 
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482) permitted the Commissioner to 
reallocate income and deductions among 
related entities, if necessary clearly to 
reflect income.*”’ 


The 1920’s and early 1930's did not 
generally offer great incentive for the 
formation of numerous corporations. 
By virtue of the small exemption for 
each corporation, it was possible to 
save about $200 to $400 per year in 
taxes per corporation.’ Thus, the 
typical multiple set-up was the estab- 
lishment of two taxable entities—a 
corporation and an individual venture 
conducted either as a proprietorship 
or partnership. Most of the litigation 
of this period centered about the 
Commissioner’s attempt to use Sec- 
tion 45 to reallocate income between 
individual business ventures and con- 
trolled corporations. Except in a few 
flagrant situations, the Commissioner 
was notably unsuccessful.’”: 


4 TCM 768 (1945), the Tax Court held that 
the Commissioner was not justified in apply- 
ing Section 45 where the corporation trans- 
ferred its business and current assets and 
leased its fixed assets to a partnership con- 
sisting of three of the five sharcholiders. 
We know of no law which prevents stock- 
holders of a corporation from changing the 
operation of a business by a corporation to 
operation by a partnership. That is fre- 
quently done; and if the purpose is to avoid 
burdensome corporate taxes, it is not by 
reason of that fact alone invalid.” For other 
cases upholding partnerships as valid tax- 
able entities, entitled to conduct business 
operation previously conducted by corpora- 
tions, see Ames Theatre Company, CCH Dec. 
14,966(M), 5 TCM 44 (1946) (theatres leased 
to stockholders); Barg’s Bottling Company, 
CCH Dec. 15,248(M), 5 TCM 505 (1946) 
(distribution of soft drinks bottled by cor- 
poration); Fatr Price Stations, Inc., CCH 
Dec. 15,189, 5 TCM 401 (1946) (gasoline 
purchased and gasoline station premises 
leased from corporation); Buffalo Meter 
Company, CCH Dec. 16,214, 10 TC 83 (1948) 
(partnership sold meters manufactured by 
taxpayer corporation). In Forcum-James 
Company, CCH Dec. 15,846, 7 TC 1195 
(1946), rem’d on another issue, 49-2 ustc 
7 9390, 176 F. 2d 311 (CA-6), the Commis- 
sioner successfully allocated income reported 
by a partnership to a corporation where the 
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Section 129 


A graduated corporate income tax 
developed in the mid-1930’s, and with 
the advent of the World War II ex- 
cess profit tax there was real life and 
spirit to the creation of multiple cor- 
porations. Congress thereupon enacted 
Section 129 in 1943. Although in- 
tended to restrict trafficking in tax 
bases, net operating loss carry-overs 
and base period excess profit credits, 
Section 129 also was capable of re- 
stricting the growth of multiple cor- 
porations. Whereas Section 45 only 
permitted reallocation of income and 
deduction items. Section 129 permitted 
complete disallowance of any deduc- 
tion, credit, etc. acquired in a transac- 
tion principally designed to reduce 
taxes. 

Congress was heralded for its “alert- 
ness” and the Treasury had high 
hopes for Section 129."?° 
following its enactment, taxpayers 
scored four straight victories against 
the Commissioner in the multiple 
corporations area. By coincidence 
these four cases fall into an alpha- 
betical pattern—Alcorn,™ Berland’s,"* 
Chelsea,'** and Dilworth **—not to be 
confused with the famous Aldon 
“alphabet corporation” case. 


However, 


In the Alcorn case, the taxpayer had 
for many years operated five whole- 
sale grocery houses as divisions of a 


(Footnote 109 continued) 


court found that corporate personnel and 
corporate resources were responsible for all 


the income. In R. O. H. Hill, Inc., CCH 
Dec. 15,939, 9 TC 153 (1947), the court 
found to be artificial an arrangement be- 
tween a partnership and a corporation under 
which the partnership would do certain 
printing for corporation at cost plus 10 per 
cent. For a comprehensive analysis of dis- 
cussion on splitting income between cor- 
porations and partnerships and proprietorships, 
see Cooper, cited at footnote 107, at n. 8. 

™° See Rudick, “Acquisitions to Avoid In- 
come or Excess Profits Tax; Section 129 of 
The Internal Revenue Code,” 58 Harvard 


Law Review 196, 223 (1944); Ekman, “Warn- 
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single corporation. Each division was 
located in a different town. In 1944 
the five divisions were formed into 
five separate corporations. The tax- 
payer alleged the following business 
reasons for the incorporations: (1) 
Under Mississippi banking regula- 
tions, a bank was prohibited from 
lending more than 15 per cent of its 
capital to a single corporation; the 
establishment of five corporations thus 
increased aggregate borrowing capac- 
ity; (2) Limitation of liability was 
strongly urged; (3) The taxpayers 
alleged that the formation of five 
separate corporations permitted the 
handling of lines of merchandise which 
would otherwise not be available to 
them; (4) Each corporation was 
named in accordance with the town 
in which it was located. The tax- 
payers asserted that additional business 
resulted by eliminating the suggestion 
of absentee ownership. The Tax 
Court held that the government was 
not warranted in attempting to apply 
Section 129 in view of these persuasive 
business reasons.’*® 

In the Berland case, a retail shoe 
chain owned 51 stores, of which 22 
were separately incorporated as wholly- 
owned subsidiaries in 1944, Shortly 
thereafter, 29 additional subsidiaries 
were formed as new stores were opened. 
The taxpayers introduced substantial 
evidence of misfortunes with leases 


during the depression period. The 


ing Signals Under Sections 45 and 129,” 
Twelfth Annual New York University Insti- 
tute 343 (1954). 

™ Alcorn Wholesale Company, CCH Dec. 
18,034, 16 TC 75 (1951). 

™ Berland’s, Inc., of South 
Dec. 18,057, 16 TC 182 (1951). 

"3 Chelsea Products, Inc., CCH Dec. 18,240, 
16 TC 840 (1951), aff'd 52-2 ustc § 9370, 
197 F. 2d 620 (CA-3). 

™ J]. E. Dilworth Company v. Henslee, 51-2 
ustc ¥§ 9413, 98 F. Supp. 957 (DC Tenn.). 

™’ Alternatively the taxpayer contended 
that Section 129 only applied to acquisition 
reorganizations and was not applicable to 
divisive reorganizations. The Tax Court 
expressly refused to pass on this contention. 
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Tax Court held that, notwithstanding 
admitted tax 
limitation of liability upon the store 
leases to the corporation occupying 


consciousness,!!® the 


the store was the proper principal 
purpose. 

The decision in Chelsea Products, 
Inc. appears to be the most question- 
able of these four decisions. The tax- 
payer corporation manufactured and 
In 1944, the share- 
holders of the taxpayer corporation 


distributed fans. 


formed three sales corporations, each 
to distribute the taxpayer’s products 
in a designated area. The four corpo- 
rations were capitalized at $1,200 
apiece and the name 
“Chelsea” with indistinguishable vari- 


each bore 


ations. The stationery of the four 
corporations showed the same New 
Jersey address, notwithstanding that 


two of the sales corporations were 





"At page 188 of its opinion, the Tax 
Court commented: 

“It is true that the tax consequences of 
Berland’s reorganization were 
prior to the execution of the plan and that a 
limited benefit resulted. The 
not forbid such consideration. Rather, the 
question under the statute is—was tax 
avoidance the principal purpose of Berland’s 
actions? .. . The consideration of the tax 
aspects of the plan was no more than should 
be expected of any business bent on sur- 
vival under the tax rates then current. 
Such consideration is only the part of ordi- 
nary business prudence. It does not follow 
automatically from the fact that tax con- 
sequences were considered, that tax avoid- 
ance was the principal purpose of Berland’s 
organization of the petitioning corporations. 
On the record we have found to the con- 
trary and that such was not the principal 
purpose.” 

™' The dissenting opinion in the Tax Court 
relied on McPherson v. Buick Motor Car 
Company, 217 N. Y. 382 (1916) to demon- 
strate that the establishment of the addi- 
tional corporations did not provide any 
limitation against possible tort liability. 

™’ A similar argument had been advanced 
in Alcorn, Berland’s and Chelsea cases, but 
the Tax Court refused to pass on it. In 
the enactment of Section 15(c) in the Rev- 
enue Act of 1951 and in H. Rept. No. 1213, 


considered 


statute does 
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organized under the laws of other 
states. The sole reason for the forma- 
tion of the separate corporations was 
alleged to be to insulate against lia- 
bility for torts. The Commissioner 
attacked on all fronts, urging the ap- 
plicability of Section 22(a) and also 
Sections 45 and 129. The Tax Court 


held that the four corporations were 
separate entities *'? and the Court of 
Appeals for the Third Circuit affirmed. 


In the Dilworth case, the taxpayer, 
a Tennessee corporation, had been 
engaged in the sale and distribution 
of mill supplies in Tennessee and 
Mississippi. A separate corporation 
was formed to take over the Missis- 
sippi territory. The taxpayer argued 
that Section 129 was applicable only 


to disallow deductions of the “acquir- 
that the 


avoidance of federal income taxes was 


ing corporation,’ *** and 





§2d Cong., Ist Sess., pp. 66-67 (1951), the 
House of Representatives had indicated that 
Section 129 applied to corporate split-ups. 
In the loss carry-over area, however, the 
Tax Court for many years strictly applied 
the so-called entity rule. See, for example, 
l’irginia Metal Products, Inc.. CCH Dec. 
24,025, 33 TC 788 (1960); British Motor Car 
Distributors, Ltd... CCH Dec. 23,254, 31 TC 
437 (1958); T. V. D. Company, CCH Dec. 
22,271, 27 TC 879 (1957); WAGE, Ine., 
CCH Dec. 19,301, 19 TC 249 (1950); Com- 
modore’s Point Terminal Corporation, CCH 
Dec. 16,602, 11 TC 411 (1948); Alprosa 
Watch Company, CCH Dec. 16,559, 11 TC 
240 (1948). This strict application was re- 
jected by the courts of appeal. Coastal Oil 
Storage Company v. Commissioner, 57-1 ustc 
4 9518, 242 F. 2d (CA-4); Mill Ridge Coal 
Company v. Patterson, 59-1 ustc § 9315, 264 
F. 2d 713 (CA-5); Commissioner v. British 
Motor Car Distributors, Ltd., 60-1 ustc ¥ 9417, 
278 F. 2d 392 (CA-9); Commissioner v. 
Virginia Metal Products, Inc., 61-1 ustc 
7 9450 (CA-3). The Tax Court has finally 
acknowledged the rejection of its well-estab- 
lished view of Section 129. See Thomas R. 
Snyder Sons Company, CCH Dec. 24,210, 34 
TC —, No. 39 (1960), aff'd, 288 F. 2d 36 
(CA-7); Urban Redevelopment Corperation, 
CCH Dee. 24,306, 34 TC —, No. 89 (1960); 
F. C. Publication Liquidating Corporation, 
CCH Dec. 24,974, 36 TC —, No. 82 (1961). 
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not its principal motive in establishing 
the subsidiary corporation.*® The 
District Court agreed with both theories. 


Section 551 

Easy victories apparently encour- 
aged taxpayers and their advisors to 
create still greater numbers of corpo- 
The. Excess Profits Act of 
1950 provided the necessary monetary 
incentive. However, Congress enacted 
Section 15(c) in the Revenue Act of 
1951. Initially the House of Repre- 
sentatives had that any 
“controlled group” of corporations 
should be allowed only a single $25,000 
surtax exemption and a single mini- 
mum excess profits credit. A “con- 
trolled group” was defined in terms 
of 95 per cent ownership. The Senate 
Finance Committee, however, viewed 
Sections 45 and 129 as affording suffi- 
cient protection to the government. 
The Senate emphasized that the House 
bill would work a “hardship on legiti- 
mate business organization.” **° 


rations. 


proposed 





™ As business reasons the taxpayer urged 


(1) local customers and purchasing authori- 
ties for the State of Mississippi granted 
preferential treatment to domestic corpora- 
tions; (2) foreign corporations were re- 
quired to post bonds in order to bid on 
state government contracts; (3) additional 
expense and inconvenience was incurred in 
the course of conducting the Mississippi sales 
and use tax audit at the Tennessee office; 
(4) the Mississippi sales manager was dis- 
satisfied at the failure to give him proper 
credit for his efforts. 

*°S. Rept. No. 781, Part 1, 82d Cong., Ist 
Sess., p. 69 (1951). 

™! In Cronstroms Manufacturing, Inc., CCH 
Dec. 24,885, 36 TC —, No. 50 (1961), a cor- 
poration engaged in sale and installation of 
heating, air conditioning and _ ventilating 
equipment and also manufactured aluminum 
products and rented its real estate. The 
businesses were operated by different per- 
sonnel at different locations. The single 
corporation was divided into three separate 
corporations all owned by the same share- 
holder. Numerous business reasons were 
advanced for the separation: the heating 
and ventilating business was subject to ex- 
plosions and there was a desire to limit 
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Out of the conflict between the 
Senate and the House, the Section 
15(c) which emerged provided for 
denial of the surtax exemption, mini- 
mum excess profits credit and ac 
cumulated earnings credit if obtaining 
these benefits is “a major purpose” 
for the creation of the corporation. 
Although a trap for the unwary, Sec- 
tion 15(c), now Section 1551, probably 
is not very effective. It applies only 
to transfers of property other than 
money, incorporate transfers, and 
transfers to new or inactive corpora- 
tions. Of the handful of reported 
cases under Section 15(c) to date, 
taxpayers have won a majority.’** 

About the time of the four alphabet 
cases, the case of Advance Machinery 
Exchange,** raised some _ warning 
signals. Three controlled corporations 
and a proprietorship engaged in the 
purchase and sale of used machinery, 
each entity using the same office, the 
same employees and the same equip- 
ment. To a large extent they had the 
same customers. Sales invoices were 


also there was a desire to avoid 


liabilities; 
the friction between the manager of the 
aluminum business and the manager of the 
heating and ventilating business about allo- 
cation of overhead. The corporate split-up 
was sustained. For other decisions to the 
same effect, see Hiawatha Home Builders, 36 
TC —, No. 49 (1961) (sister corporations 
engaged in general contracting and in resi- 
dential building); Truck Terminals, Inc., 33 
TC 876 (1960) (new corporation organized 
to avoid requirements of state utility com- 
mission); Sno-Frost, Inc., 31 TC 108 (1959) 
(licensor of franchise required that licensee 
organize new corporation); Coastal Oil Stor- 
age Company v. Commissioner, 242 F. 2d 396 
(CA-4) (a new corporation was created to 
separate government business from other 
business—the Tax Court had observed that 
this separation could have been handled by 
bookkeeping entries). In Rev. Rul. 57-202, 
1957-1 CB 297, an equipment lease by a 
parent to a sales subsidiary was held to 
constitute a “transfer” within the meaning 
of Section 1551. 

%2CCH -Dec. 16,812(M), 8 TCM 84 
(1949), aff'd, 52-1 ustc § 66,036, 196 F. 2d 
1006 (CA-2). 
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altered to divert the income to one 
or another of the entities. One of the 
corporations filed social security re- 
turns reporting that it was inactive 
and without any employees; never- 
theless, its income tax returns indi- 
cated 47 separate sales. The Tax 
Court applied Section 22(a) and at- 
tributed all of the income of the four 
entities to the primary corporation. 
The Court of Appeals affirmed, but 
relied on Section 45. 


Recent Cases 

Seven years passed before another 
significant judicial decision was ren- 
dered dealing with multiple corpora- 
tions. During this period numerous 
loss carry-over cases broadened the 
technical interpretation of Section 
129.13 From 1959 to 1961 the courts 
decided four significant multiple cor- 
poration cases. Three involving resi- 
dential builders were won by the 
government. The fourth involving 
the incorporation of 24 gasoline sta- 
tions at separate locations was won 
by the taxpayer. 

In my view these recent decisions 
do not add a great deal to the previ- 
ous law. One case affirms and sanc- 
tions a geographical rationale for 
multiplicity. The three adverse deci- 
sions all involve transparent abuses. 
Caution in this area had been dictated 
beforehand by the Advance Machinery 
decision. 

The first of the builders’ cases was 
Aldon Homes, Inc.*** Three well known 
California builders organized Aldon 
Homes, Inc. with $4,500 capital. An 
investor group advanced $300,000 to 
the Aldon Company with the under- 
standing that they would receive 50 
per cent of the profits. Aldon acquired 
a 237 house tract of land and began 


construction. Aldon also arranged for 
financing. After construction was 
under way, 16 alphabet corporations 
took over the entire tract. Aldon there- 
upon unravelled its original capital 
structure and, by an exchange of 
checks, returned $300,000 to the in- 
vestor group, who promptly reinvested 
these moneys in the alphabet corpora- 
tions. Aldon conveyed 14 or 15 lots 
to each alphabet corporation, receiv- 
ing unsecured notes for the purchase 
price. The alphabet corporations all 
entered into identical contracts with 
still another corporation, Donna Homes, 
Inc., whereby Donna acted as a gen- 
eral contractor for the construction of 
the houses. Subsequently the corpo- 
rations redeemed bonds in accordance 
with a formula apparently designed 
to return to the original division of 
profits between the management group 
and the investor group. The Commis- 
sioner urged the applicability of Sec- 
tions 22(a), 45, 129 and 15(c). Taxing 
all of the income to the Aldon com- 
pany, the Tax Court expressly relied 
on Section 22(a). It should be noted 
that the seventeenth corporation, Donna 
Homes, not under attack 
although controlled by the same group; 
Donna was engaged in the distinct 
business activity of constructing houses 
and, accordingly, was recognized by 
the Commissioner as a proper busi- 
ness entity. 


Inc., was 


The second residential builders case 
was James Realty Company v. U. S.'* 
James Realty Company was one of 
nine real estate development com- 
panies whose stockholders also owned 
a construction corporation and a sales 
corporations in 
maintained 


corporation, or 11 
total. The government 
that the sole purpose for creating 
these corporations was to obtain 11 





™ See cases cited at footnote 21. 


™ CCH Dec. 23,902, 33 TC 582 (1959). 

"5 59-2 ustc J 9660, 176 F. Supp. 306 (DC 
Minn.), aff'd, 60-2 ustc § 9600, 280 F. 2d 
394 (CA-8). It is interesting to note that 
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the court of appeals viewed the Tax Court’s 
decision in Aldon Homes as a Section 45 
notwithstanding the Tax Court’s 
express reliance on Section 22(a). 


dlecision 
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surtax exemptions and minimum ex- 
cess profit tax credits. The District 
Court agreed that the principal pur- 
pose was tax avoidance and Section 
129 was applied. The court also stated 
that the same result could be reached 
under Section 15(c). 


In the case of Shaw Construction 
Company,'*® 88 corporations were set 
up. In 38 of the corporations the 
Shaws owned 94 per cent of the stock; 
in 27, the Shaws owned 79 per cent 
of the stock; in 13, the Shaws owned 
100 per cent of the stock; in the re- 
maining 10 corporations, the stock 
ownership of the Shaws varied. On 
the facts, the Tax Court held that all 
of the income of the 88 multiple cor- 
porations was assignable to Shaw 
Construction Company under Section 
22(a). 


Taxpayers may, however, be heart- 
ened by the recent decision in the case 
of Turner Moore No. 22 v. U. S27" 
Twenty-four were 
separately incorporated, each with a 
capital of $1,000. All of the stock of 


service stations 


each corporation was held by two in- 
Neverthe- 
less, the court held that the principal 
purpose was a bona fide determination 
to limit present and future liabilities 
to the liabilities of each separate loca- 


dividuals and their wives. 


The hazards of local gasoline 
price wars were stressed by the tax- 
payers. Accordingly each corporation 
was held taxable on its own income. 


tion. 


Thus in recent years the trend of 
decisions has reversed somewhat and 
now seems to favor the government. 
The Commissioner may add more 
theories to an already formidable as- 
semblage.'** Professor Surrey, in his 
private capacity, has suggested that 
multiple corporations may be aggre- 
gated as a single “association” taxable 
as a corporation, or that under Section 
61 all corporations of a multiple group 
may be disregarded as shams and in- 
come may then be taxed directly to 
shareholders at individual surtax 
rates.*”® 


However, the recent decisions which 
have caused great concern to taxpayers 
demonstrate more than anything else 
the classic sin of gluttony in tax 
matters. Essentially unitary business 
operations in time, place, personnel, 
proprietary interest and function were 
ca-ved up into numerous fine pieces 
for obvious tax reasons. It does not 
follow that a division of operations 
into two or more corporations is pre- 
carious if the several corporations per- 
form separate functions, or reflect 
ditferent proprietary interests, or are 
based on different locations, or have 
any other sensible reason to be. As 
long as an element of numerical mod- 
esty is present, even in the absence 
of overwhelming business purpose for 
establishing more than one corpora- 
tion, it is doubtful that either the 
Commissioner or the courts will chas- 
tise the taxpayers.'*° [The End] 








*°CCH Dec. 24,745, 35 
(1961). 

™ 60-2 ustc § 9675 (DC Tex.). 

"8 Several recently docketed Tax Court 
cases suggest that the Commissioner tay 
seek to tax a group of multiple corporations 
as an “association” under Section 7701 
(a)(3). 

Although no case as yet seems to have 
presented the question, on the Commission- 
er’s Section 61 theory the liquidation of one 
of an improper group of multiple corpora- 
tions might give rise to dividend conse- 
quences, unless the transaction qualified 
under Sections 302(G) or 346. 
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[ax Problems of Corporations 
and Shareholders,” 14 Tax Law Review 
1, 38 (1959). The problem of how the defi- 
ciencies are to be paid, where the necessary 
funds are locked up in (disregarded) cor- 
porations has occasioned neither sympathy 
nor comment. It would seem to make a 
difference as to the consequences of pos- 
sible dividend treatment whether parent- 
subsidiary or sister corporation relationships 
are involved. 

See Hiawatha Home Builders, Inc., and 
Constrom’s Manufacturing, Inc., cited at foot- 
note 121. 


™ Surrey, 
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TAX-WISE NEWS 


W HETHER OR NOT living costs may be 
deducted as a part of medical expenses is going to be decided by the 
Supreme Court. Certiorari has been granted in the case of Robert M. 
Bilder, which we reviewed in TAxEs, May, 1961, page 372, and August, 
1961, page 628. The Third Circuit has already ruled, in Bilder, that 
it is proper to allow a convalescent taxpayer, away from home on 
doctor’s orders, to deduct lodging expenses not only for himself, but 
for his wife and daughter as well, whose companionship were felt to 
be medical “necessities.” The Second Circuit, however, in Carasso, 
61-2 ustc §] 9579, has ruled otherwise. 

Both the Second and Third Circuits have allowed transporta- 
tion expenses connected with health trips. The Third Circuit, how- 
ever, feels that to allow transportation expenses and then disallow 
living costs is inconsistent. It calls to mind, in fact, the court said, 
the nursery rhyme: 


Mother, dear, may I go swimming? 
Yes, my darling daughter. 

Hang your clothes on the hickory limb 
3ut don’t go near the water. 


Another interesting case heading for Supreme Court review is 
Rudolph, 61-2 ustc § 9539. It holds, in ‘he present condition in which 
the Fifth Circuit wrote it, that convent n expenses are includible in 
an employee’s income if (1) the convent. 1 trip is a reward for services 
creditably rendered, and (2) the convention itself is a combined busi- 
ness and pleasure venture. No world-shaking enunciations of law 
are expected from the high court’s ruling in this case because the 
IRS does not dispute the deductibility of strict convention expenses. 
What is hoped for is a set of clear-cut criteria on when convention 
expenses are strictly for business and are, therefore, deductible. 


. 

P HE IRS HAS BEEN DOING MUCH to 
build up public confidence in its conversion to ADP—automatie data 
processing. Well it might do, for, as Secretary of the Treasury Dillon 
has stated, ADP brings together three of the major forces of civiliza- 
tion—science, government and commerce. 
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As a part of its buildup, the IRS conducted a conference last 
month with members of industry and professional representatives of 
taxpayers in a “kick-off” of inauguration ceremonies for the opening 
of the National Computer Center in Martinsburg, West Virginia. IRS 
personnel and technical experts gave the public the “low-down” on 


ADP. 


‘ 


The IRS has announced that ADP will not take the “service” out 
of IRS (see Taxes, June, 1961, page 469). 


The Commissioner personally and emphatically has stressed that 
the ultimate goal of ADP is high quality auditing. He deplores mass 
production of audits, based upon a quota system for IRS agents. 


All in all, the IRS attitude toward the swing to automation has 
been realistic, yet encouraging. The image of ADP as some mad, 
stray-haired wizard seated at a monstrous console, viciously punching 
devastating information into an electronic brain, which, in turn, all 
but goes out and physically apprehends an errant taxpayer, has been 
dispelled. “The basic ingredient of the new system,” Robert L. Jack, 
\ssistant Commissioner for Data Processing, has put it, “is the master 
file of taxpayer accounts which will be maintained at the National 
Computer Center. The master file will enable IRS to consolidate in 
one place all of the different transactions pertaining to each taxpayer.” 


Yet, Mr. Jack added, “I must admit in all candor that there has 
been nothing in the history of tax administration which can begin to 
compare in magnitude with the task we have at hand.” 


W HEN DOES TAX BENEFIT of a re- 
stricted stock option arise? When an employee exercises his option— 
informs his employer he wants stock at the specified price? Or is it 
when the stock is actually delivered to the employee? (The tax bene- 
fit, of course, is the right, under certain conditions, to wait until stock 
is sold to pay tax on the difference between market and option price. 
And involved in this is the six-month holding period required for long- 
term, tax-favored, capital gain.) 


According to the Tax Court, in a result heartily concurred in by 
the Commissioner, the pivotal time is the actual issuance of the shares. 
Therefore, in a decided case, where there had been a six-day lapse 
between the time a restricted stock option was exercised and the time 
stock was delivered, and a sale had occurred more than six months 
after the option exercise, but less than six months after stock was 
received, an employee lost out two ways. He was not entitled to the 
deferral privilege of the restricted stock sala and his gain was short 
term.—Swenson, CCH Dec. 25,103, 37 TC —, No. 16. 


THe “UNAVOIDABLE DISTINCTION” 
between conventional life insurance and a death benefit provision in 
an employment contract was brought to light recently in a Tax Court 
case. Unfortunately, while there was a clear-cut finding that certain 
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payments to an employee’s widow were not excludable life insurance 
proceeds, but were payments made on account of the employment, the 
case leaves one or two significant questions unanswered. Here is 
what happened: 

A corporate employer agreed, in an employment contract, to pay 
$50,000 to the widow or children of its treasurer if the employee died 
before completing a ten-year employment period. The employer also 
insured the treasurer's life for $75,000, making itself beneficiary and 
obligating itself to pay insurance premiums. The treasurer died and 
$50,000 was paid to his widow. Question: Was the $50,000 excludable 
from income as insurance proceeds? (Procedurally, the widow paid 
tax on a part of the $50,000 received in one year, then sued for refund 
of the tax. The Commissioner opposed the refund but allowed that 
portion of the $5,000 death benefits exclusion of 1939 Code Section 
22(b)(1)(B)—same as 1954 Code Section 101(b)—which was applic- 
able in the disputed year.) 

The Tax Court proceeded to demonstrate clearly that the $50,000 
payment to the widow was not conventional life insurance. Rather, 
the money was paid on account of the employment. It was paid in 
accordance with an employment contract. The insurance, on the 
other hand, was clearly the separate property of the employer. 


So far so good. The Tax Court then announced, however, that 
the $50,000 was “income in respect of a decedent,” taxable to the 
widow. 

Now, here are the unanswered questions: (1) Did the court really 
mean that the payment was “income in respect of a decedent”’ as opposed to 
payments to which 1939 Code Section 22(b) and 1954 Code Section 
101(b) would apply? (2) If so, was the Tax Court, nevertheless, say- 
ing, in effect, that the $5,000 death benefits exclusion applies to income 
in respect of a decedent? 

From a reading of the Tax Court's specific finding—for the Com- 
missioner—the $5,000 exclusion which the government proposed was 
upheld. But there was no specific finding to that effect. Also, if the case 
stands for the proposition that the $5,000 death benefits exclusion may 
be applied generally to income in respect of a decedent, it would have 
been convenient and helpful for the court to have said so.—Essenfeld, 
CCH Dec. 25,102, 37 TC —, No. 15. 


Ir YOU KEEP ON working regularly, after 
passing normal retirement age, you do not forfeit the right to take a 
sick pay exclusion, when temporarily disabled or ill. Just so long as 
you would be working, except for injury or illness, the amounts you 
receive under your employer’s wage continuation plan are excludable 
(up to $100 per week), in spite of the fact that you are past retirement 
age.—Rev. Rul. 61-192. 


And speaking of the $100 per week limit upon a sick pay exclu- 
sion, a person who received sick pay from two employers recently 
tried to exceed that limit. He claimed the Commissioner’s regulation 
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setting out the $100 per week top means “per employer.” Therefore, 
the dual employee said, he was entitled to exclude up to $200 per week. 
The Tax Court, however, held otherwise; the maximum of $100 per 
week means “per customer,” or per employee claiming the exclusion.— 
Graves, CCH Dec. 25,104, 37 TC —, No. 17. 


A RATHER NOVEL QUESTION arose in 
a district court in Georgia last month, involving a claimed tax-free 
exchange of residences. The property sold was a 65-acre tract of 
land. Obviously, a dwelling place took up only a small portion of that 
area. The question, therefore, was whether the proceeds of sale of the 
entire 65 acres could escape immediate tax, if reinvested in another 
residence. This, furthermore, was a question of fact—specifically, 
whether or not the entire 65 acres had been used as a residence. A 
jury said, “yes”; recognition of gain could therefore be postponed.— 
Bennett, 61-2 ustc J 9697. 


It MUST HAVE BEEN consoling to 
hotelmen to be informed recently, by Commissioner of Internal Reve- 
nue Caplin, that in 1960 only 3 per cent of the total $13 million 
of convention expenses claimed as tax deductions was not permitted 
to stand. It was comforting to others, too, no doubt, because attacks 
upon expenses incurred in resort areas have been much in the news, 
and it just so happens that conventions are often held where there is 
opportunity for fun and relaxation, as well as work. Thus, hotel 
operators, convention-goers and employers alike may take solace from 
the Commissioner’s information that IRS review of expense account 
deductions has not been intended as a drive against convention ex- 
penses in general. IRS still wants to root out vacation trips disguised 
as business, “sprees” for families under the pretext of “business as 
usual,” and yacht expense deductions which are really personal pleas- 
ures. Legitimate convention expenses, however, are not under 
the gun. 


Iv MIG?IT NOT BE ENOUGH, some time 
in the future, to offer a cancelled check as proof of the right to a 
charitable contribution deduction. That’s right—it may be necessary 
to submit a statement from the charitable organization which receives 
a gift, showing the date, purpose and amount of the contribution. 
What is under scrutiny, of course, is the type of “charitable contribu- 
tion” for which the donor receives something in return, such as, tickets 
to a theatrical performance, a “trip for two” to Paris, etc., or other 
kinds of material benefit. The IRS has become a bit insistent that 
only the amount of a charitable contribution which exceeds the fair 
market value of the benefit taken in return may be deducted. And in 
future audit of tax returns, some may be called upon to show just how 


charitable their contributions have actually been ——IRS News Release, 
IR No. 400. 
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WASHINGTON TAX TALK 


IGH-SPEED PROCESSING of federal tax returns by the use 

of data memory machines became a reality for the Internal 
Revenue Service when it dedicated its National Computer Center in 
Martinsburg, West Virginia, last month. 

This center houses a battery of electronic computers which 
process reels of magnetic tapes containing tax return information sent 
in by IRS Regional Computer Centers. This new system is known as 
automatic data processing, or ADP. 


Regional Computer Centers are being established in each of the 
nine IRS regions. These nine centers will convert pertinent tax return 
data to impulses on magnetic tape which will then be shipped to the 
national center for processing. The National Computer Center will be 
unlike most government agencies since it will handle only reels of 
magnetic tapes, and very little paper work, 


Now in operation on a limited scale is the pilot Regional Com- 
puter Center at Atlanta, Georgia. This regional center has put tax 
return information from business returns filed with the region in 1961 
on magnetic tape. These tapes are now being processed by the 
National Computer Center on a trial basis. The Philadelphia Regional 
Computer Center is scheduled to be operational in 1962, and by 1965, 
IRS expects to process all types of tax returns filed in its nine regions 


by the ADP system. 


The key enforcement tool for the new system is the master file 
of taxpayer accounts which will be maintained at the National Com- 
puter Center. This master file will enable the IRS to consolidate in 
one place all of the different transactions of each taxpayer; his dif- 
ferent types of income, refunds issued, delinquency status, or types of 
returns filed each year. There will be two master files maintained— 
one for business, and the other for individuals with the ADP system 
permitting a cross reference from one master file to the other. 


For income earned in 1962 or later years taxpayers will be 
required to list their social security numbers on their returns. This 
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“Hello... 
essing? This is Anne 


. electronic data proc- 
sig | ace 


salary was $4,230 —| gave $60 
to the church — my auto license 
was $24.50 and sales taxes were 
about $38, and medical insurance 
cost $145.80 . . . . how’soon can 


social security number will be used to 
maintain the master file on the tax- 
payer at the National Computer Center. 
Legislation passed by Congress this 
year requires all taxpayers to list their 
social security numbers on tax returns 
filed for income earned in 1962 and 
later years. The new law also pro- 
vides penalties for failure to list the 
number. The first requirement for 
listing taxpayer numbers on returns 
will be for those who must file a form 
1040-ES for 1962 and estimate the tax 
on their 1962 incomes. 


IRS estimates that 85 per cent of 
all taxpayers filing returns in 1960 
listed social security numbers on their 
returns. Taxpayers who do not show 
a social security number on their 1961 
tax returns to be filed in April of 1962 
will be advised to get a number from 
the Social Security Administration. 


A majority of taxpayers will not 
notice much of a change in their deal- 
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ings with the IRS because of the new 
ADP system. They will still file re- 
turns with the district director office, 
and any day-by-day contacts with 
the IRS will still be at the district 
director level. Taxpayers who will 
feel the effects of these mechanical 
wizards will be those who file dupli- 
cate refund claims, forget to report 
all of their taxable income or have 
their tax returns audited as the result 
of an error found by the ADP system. 
IRS and Treasury estimates that the 
new system will result in additional 
tax collections of at least $5 billion 
a year. 


The Commissioner 

Taxpayers have been warned by 
Commissioner of Internal Revenue 
Mortimer M. Caplin that they cannot 
base their tax case on a private letter 
ruling issued to another taxpayer, 
since a difference in facts could lead 
to an entirely different ruling. 
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Speaking before the Twentieth An- 
nual Institute on Federal Taxation at 
New York University recently, Com- 
missioner Caplin stated that while it 
is generai IRS policy that all tax- 
payers may rely on a ruling published 
in the Internal Revenue Bulletin, this 
policy does not hold true for a private 
letter ruling to an individual taxpayer. 


Citing the 30,000 to 40,000 advance 
rulings issued each year by the IRS 
and the varying degrees of review 
given these letter rulings because of 
a shortage of time and personnel, the 
Commissioner said the Service’s will- 
ingness to issue private letter rulings 
would be greatly inhibited if these 
private letter rulings were to be con- 
sidered applicable to all taxpayers 
with a similar tax problem. 


“If such a new policy were to be 
adopted,” the Commissioner stated 
referring to a thorough review of all 
rulings, “imminent transactions await- 
ing letter rulings might then have to 
face time-consuming reexamination 
and review by the top staff of the 
Commissioner’s office and by his Chief 
Counsel.” 

The Commissioner also cautioned 
there are occasions when a letter 
ruling must be amended or revoked. 
Such modifications or revocations are 
generally made prospective only for 
the individual taxpayer concerned, 
and will affect only his subsequent 
transactions if there were no mis- 
statements of facts when obtaining 
the ruling, there has been no change 
in applicable law, or if the taxpayer 
acted in good faith in reliance upon 
the ruling, and a retroactive revoca- 
tion would be to his detriment. 


Taxpayers receiving advance rulings 
were also cautioned to be alert to 
possible changes in IRS _ position. 
They were urged to watch for any 
changes in IRS position in the weekly 
Internal Revenue Bulletin, as it is not 
feasible for the IRS to notify indi- 
vidually every taxpayer who may 
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have received a ruling on the issue 
involved in the change. 


Labor union subject to federal in- 
come tax as a corporation.—The 
Commissioner has taken an unusual 
step by holding a labor union did not 
comply with the tax exemption re- 
quirements of 1954 Code Section 
501(c)(5), and is subject to federal 
income tax as a corporation. 

This determination was contested 
in Docket No. 94551, filed recently in 
the Tax Court of the United States 
by the Taxicab Drivers, Maintenance 
and Garage Helpers Union, Local 
777, of Chicago, Illinois (member of 
the International Brotherhood of 
Teamsters, Chauffeurs, Warehouse- 
men and Helpers of America). The 
union contends it is a bona fide tax- 
exempt labor union, and not subject 
to tax as a corporation, or as an as- 
sociation of the nature of a corporation. 

The Commissioner also disallowed 
tax deductions for legal expenses, or- 
ganization expenses, cost of Christmas 
gifts, convention expenses, and con- 
tributions of the local, and asserted 
a total corporate income tax liability 
against Local 777 of $10,056.82 for tax 
years 1956 and 1957. 


At the same time, the Commissioner 
also held Joseph P. Glimco, president 
of Local 777, George Marcie, sec- 
retary-treasurer, and other officials 
of the local owed additional personal 
income taxes for tax years 1954 through 
1957. The Commissioner disallowed 
amounts deducted as expenses for 
Christmas gifts and convention ex- 
penses. Also, the Commissioner held 
there was additional taxable income 
from the reimbursement of automo- 
bile expenses. 


The union officials, in separate peti- 
tions filed with the Tax Court of the 
United States, asked the court to hold 
that such expenses were ordinary and 
necessary business expenses incurred 
by them in their capacities as union 
officials and business agents. 
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The Treasury 


Treasury Department officials are 
drumming up support for the Presi- 
dent’s tax recommendations for a 
broad tax law reform which Congress 
is scheduled to consider early in 1962. 
In speeches before professional groups 
Treasury officials are stressing the 
importance of action on the President’s 
recommendations for an investment 
tax credit, withholding on dividends 
and interest payments, and a com- 
panion repeal of dividends received 
credit and exclusion, and tightening 
of expense account deduction provi- 
sions. Also in the spotlight are recent 
developments in the computation of 
useful lives for assets when comput- 
ing the annual depreciation deduction. 


At the urging of the President, 
Treasury took a giant step toward re- 
vising Bulletin F when it shortened 
the useful lives of machinery used in 
the textile industry. Treasury once 
again is studying its depreciation 


policies as to other industries with a 


view of shortening service lives of 
assets in Bulletin F, an IRS publica- 
tion which serves as a guide when 
determining service lives of assets. 
Previous attempts to amend the 1942 
revision of Bulletin F in view of tech- 
nological advances and to add new 
equipment, have not been successful. 

Speeches by Treasury officials in- 
dicate Congress will be asked next 
year to review the whole depreciation 
area of the federal tax law. Strong 
support is being given to the use of 
the bracket system for depreciating 
assets now followed by Canada. The 
Canadian system groups all depreci- 
able property in 17 separate and broad 
classes. Depreciation rates are assigned 
to each class, and these rates are 
applied across the board to everything 
in the class. 


Also getting full support from Treas- 
ury Secretary Dillon and other Treas- 
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ury Officials is the President’s proposal 
to withhold tax on dividends and in- 
terest payments at the payor level. 
Assistant Secretary of the Treasury 
Stanley S. Surrey has estimated that 
there is $4 billion of dividends and 
interest payments unreported by tax- 
payers involving an annual revenue 
loss of about $900 million. He also 
pointed out in a recent speech that 
the Treasury Department believes 
that only withholding legislation will 
end this revenue loss. 


Federal-State Agreements 


The Internal Revenue Service has 
entered into “agreements of cooper- 
ation” with ten states for the exchange 
of taxpayer information. Under these 
agreements, federal and state gov- 
ernments exchange taxpayer names, 
business transactions within their 
jurisdictions involving taxation, and 
share results of tax audits. 


The following states have entered 
into “agreements of cooperation” with 
the federal government: Colorado, 
Kansas, Kentucky, Minnesota, Mon- 
tana, North Carolina, Wisconsin, Cal- 
ifornia, Utah and Ohio. 


These agreements also. help federal 
tax officials in their search for unre- 
ported income, and lack of compliance 
with federal tax laws. State tax in- 
formation supplied to the IRS by 
states include abstracts of state income 
tax audits of individuals and corpo- 
rations, names and addresses of workers 
covered under state employment se- 
curity programs, which is a ready 
source for locating delinquent federal 
income tax taxpayers; state motor 
vehicle use tax on trucks; or licensing 
and sales information useful for the 
administration of the federal motor 
fuel, transportation or retail excise 
taxes. 
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STATE TAX NEWS 


T THIS LATE DATE, two legislatures are still concerned with 

significant tax questions: Illinois and Wisconsin. 

Two more legislatures, Delaware and New Jersey, have not yet 
adjourned their regular sessions, though both are in recess at this 
time. 

Special sessions continue to be popular as a means of catching 
up on unfinished business. Tax legislation was recently passed by 
Second Special Sessions in Mississippi and New York, both of which 
have since adjourned. 


Service occupation and service use tax increase voted by Illinois 
Legislature.—The Illinois Legislature has passed two bills increasing 
the service occupation tax and the service use tax from 3 per cent 
to 3% per cent. House Bills 15 and 16 of the First Special Session 
provide that the increased rate of tax of 3% per cent for both the 
service occupation tax and the service use tax shall apply to the sale 
and purchase of service which occur on the first day of the month 
following the month in which these amendatory bills become law. The 
bills carry emergency clauses and, therefore, will become effective 
on and after December 1, 1961. The Governor approved the bill on 
November 27, 1961. 


Propose broadening Wisconsin compromise tax program.—The 
Wisconsin Legislature reconvened on November 28, to take up Gov- 
ernor Nelson’s omnibus tax bill—H. B. 716—as the special order of 
business. Confronting the legislators were several amendments pro- 
posed prior to the latest recess which would make important changes 
in the income and sales tax portions of the bill. 


Wisconsin personal income tax rates would be increased by 1 per 
cent in each bracket, instead of 0.5 per cent as proposed by the bill 
in its present form. The bracket system would be extended by provid- 
ing that the fifteenth $1,000 of taxable income be taxed at the rate of 
9.5 per cent and that all taxable income in excess of $15,000 be taxed 
at the 10 per cent rate. 
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Beginning in 1962, the personal 
income tax exemption would be $10. 
A $15 personal exemption would also 
be provided for each taxpayer (and 
his spouse) who is 65 prior to the 
close of the calendar or fiscal year. 


Further bill changes proposed would 
eliminate the deduction now allowed 
under Wisconsin law for federal in- 
come taxes paid by individuals and 
corporations. The deduction would 
be dropped starting with calendar 
1962 and corresponding fiscal year 
returns. References to the federal 
Code of 1954 would be deleted from 
the tax law and detailed provisions 
comparable to those of the federal 
Code would be inserted. 

Sales tax is still king of state tax 
domain.—Sales taxes held their domi- 
nant position as a producer of state 
tax revenues in fiscal 1961, according 
to figures released by the Bureau of 
the Census. They were the chief source 
of tax revenues in a total of 30 states 
—the same number as in fiscal 1960— 
supplying $4.5 billion to state coffers. 

Income taxes continue to improve 
their runner-up position, as evidenced 
by the fact that 14 states (13 last year) 
found income taxes their best revenue 
source in fiscal 1961. This gain was 
made at the expense of the gasoline 
tax, which ranked first in five states 
during the past fiscal year. The sev- 
erance tax continued to be the rev- 
enue leader in one state—Louisiana. 

Three states changed best sources 
of revenue in fiscal 1961. Colorado 
left the sales tax camp to join the 
income tax brigade; Kentucky’s in- 
come tax played second fiddle this 
year to the state’s new sales tax; and 
the income tax edged the gasoline 
tax for top honors in Montana. 


United States Supreme Court 


Jurisdiction postponed in case in- 
volving Pennsylvania capital stock 
tax.—Jurisdiction has been postponed 
in the case of Central Railroad Com- 
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pany of Pennsylvania v. Commonwealth 
of Pennsylvania, Docket No. 400. The 
The Pennsylvania Supreme Court, for 
purposes of the Pennsylvania capital 
stock tax, allowed apportionment on 
that portion of a domestic railroad’s 
rolling stock that was used in inter- 
state commerce on fixed routes and 
regular schedules. It disallowed ap- 
portionment of the tax on equipment 
that is moved irregularly, though con- 
tinuously, around the country—on the 
ground that this particular rolling 
stock has not acquired a tax situs in 
any state other than Pennsylvania. 


Dismiss appeal in New York gross 
receipts tax case.—-The appeal has 
been dismissed in Twentieth Century- 
Fox Film Corporation v. Gerosa, Docket 
No. 373. The New York Court of 
Appeals upheld a New York City 
gross receipts tax levied on receipts, 
received in New York by a producer, 
from the sale or lease of motion picture 
print rights to distributors who used the 
prints in foreign commerce. The dis- 
tributors, subsidiaries of the producer, 
were not agents of the producer. 


District Court 


Foreign corporation held “doing 
business” for service of process pur- 
poses.—A foreign corporation in the 
business of selling and promoting a 
brand of soft drinks and entering into 
restrictive agreements with bottling 
companies in Pennsylvania is doing 
business for purposes of service of 
process under the Pennsylvania Busi- 
ness Corporation Law (Sec. 1011B). 
The amount of control exercised over 
the bottling companies, the apparent 
unity of the bottling companies with 
the foreign corporation and the entry 
of the corporation’s employees into 
Pennsylvania for supervision of the 
bottling companies’ activities led to 
the result. Kearns v. The Seven-Up 
Company, United States District Court, 
Eastern District of Pennsylvania, Oc- 
tober 17, 1961. 
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A Good Form Book 


A Draftsman’s Handbook for Wills 
and Trust Agreements. James P. John- 
son. Little, Brown and Company, 34 
Beacon Street, Boston 6, Massachu- 
setts. 1961. 694 pages. $20. 

The author of this book comes to 
the defense of the form book, “con- 
demnation should not be directed to 
form books in general but at bad form 
books and at all form books uncom- 
prehendingly used.” The reality of the 
situation is this: every experienced 
draftsman relies on past years faded 
instruments as seeds of this year’s 
new crop. Isn’t this true, especially 
in the field of wills and trusts? The 
attorney is using forms just as surely 
as if he took them from a book. 

So, in the author’s own words, 
“this is primarily a form book.” Lest, 
however, the reader have the impres- 
sion that this is an ordinary form 
book or just another form book, let us 
hasten to point out that Mr. Johnson 
has written an exhaustive treatise of 
a large assortment of forms of com- 
plete wills and trust instruments and 
their alternative clauses. In fact, the 
book is so designed that wills can be 
constructed from _ interchangeable 
parts and they fit together stylisti- 
cally and functionally. The author 
is bold enough to approach the plan- 
ning and drafting of wills as an icon- 
oclast and yet skillful enough to get 
the legalistic meaning into modern- 
day English. 

Here is an example of Mr. John- 
son’s thinking: 


Books 


“Verbosity often conceals a fatal 
weakness of thought. A mass of un- 
necessary verbiage makes getting at 
the essential meaning much more 
difficult, and is tiring to the mind. 
In addition, the simple physical act 
of checking a draft for mechanical 
errors is made more difficult. The 
verbal foliage may be due to sen- 
tences encumbered with meaningless, 
unnecessary words, like a tree strangled 
by a tropical vine, or to repetition. 
Repetition, particularly of the same 
idea expressed several times in slightly 
different ways, is both an indication 
that the instrument was not logically 
thought through to start with and, 
like unnecessary complexity and sim- 
ple wordiness, an itnpediment to veri- 
fying analysis. Similarly, a series of 
words meaning almost the same thing 
may signify that the draftsman has 
not concentrated on the particular 
problem sufficiently to decide which 
one he actually means, or it may be 
a symptom of overparticularity, dis- 
cussed infra page 12. Much gobbledy- 
gook can be automatically avoided to 
the extent that a draftsman is willing 
to foreswear dictation. 


“Elementary principles of good 
literary style require in general that 
ideas be stated in a logical order, that 
sentences be kept short and sentence 
structure simple, that unnecessary 
words be eliminated and that short, 
simple, familiar words be chosen in 
preference to longer and unfamiliar 
ones. The last proposition can be im- 
plemented if an effort is made to 
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select words with an Anglo-Saxon 
rather than a Latin or Greek origin. 
These principles are of course de- 
parted from constantly, and should 
be. Particularly in legal writing, 
they are often simply not relevant. 
Many legal terms are themselves 
Latin or Old French. The words in 
our language that express abstract 
concepts, with which lawyers deal to 
a considerable extent, are largely of 
Latin or Greek derivation. Some 
legal phrases, such as ‘per stirpes,’ 
are genuine and justifiable shorthand. 
Other apparent legalisms, like ‘as 
hereinafter provided,’ are found to 
be replaceable only by considerable 
circumlocution. Conditions and re- 
lated or interdependent thoughts can 
often be best expressed in a rather 
long and complicated sentence. Nev- 
ertheless it is surprising how often 
general stylistic precepts can be 
applied to a legal document. Even 
in legal terminology there is a con- 
siderable choice of words. Many 
terms supposedly essential to a law- 
yer’s vocabulary can be displaced to 
advantage by commoner words. Com- 
plicated sentences can be _ broken 
down with the addition or repetition 
of a few words. Terseness should 
not be carried to the point that it 
interferes with readability, which is 
after all the end product, as it can 
easily do. English is more easily 
read if the eye and the mind are 
helped along with a certain number 
of steppingstones which do not them- 
selves convey meaning. These are, 
however, usually short words—aux- 
iliary verbs, participles, prepositions 
and conjunctions—such as ‘the,’ ‘a,’ 
‘and,’ ‘or,’ ‘be’ and ‘have.’ ” 


Truly a very usable book. 


Jet Age Economy 


The Economy of the American 
People—Progress, Problems, Prospects. 
Gerhard Colm and Theodore Geiger. 
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National Planning Association, 1606 
New Hampshire Avenue, N. W., 
Washington 9, D. C. 1961. 200 pages. 
$2. 


The report is a revised edition of 
The Economy of the American People 
—Progress, Problems, Prospects, writ- 
ten by two members of the NPA 
staff, Dr. Gerhard Colm, Chief Econ- 
omist, and Dr. Theodore Geiger, 
Chief of International Studies. It 
was originally published in 1958 “in 
response to an expressed need for a 
simple but accurate account of how 
the American economy operates and 
achieves its high productivity and liv- 
ing standards,” according to John 
Miller, Assistant Chairman and Ex- 
ecutive Secretary of the Association, 
and attempts to depict the U. S. 
economy in action—“how it works, 
what its major achievements and 
shortcomings are, what problems it 
still must solve, and what its pros- 
pects are for the future.” 


The study points out that a new, 
dynamic U, S. economy has evolved 
from nineteenth-century capitalism. 
This system is “about as similar to 
the capitalism of old as a jet airplane 
is to the Wright brothers’ original 
model. And yet, much of the discus- 
sion of our present economic system 
is conducted as though no change 
had taken place. 


Real Estate Tax 


J. K. Lasser’s Successful Tax Plan- 
ning for Real Estate. J. K. Lasser 
Tax Institute. American Research 
Council, Larchmont, New York. 1961. 
218 pages. $10. 

This book is for the taxpayer who 
derives all or part of his return 
directly or indirectly from real estate, 
whether the property is owned per- 
sonally, through a corporation or as 
a participant in a real estate syndi- 
cate or trust. 
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Sales Tax in Ohio 


Retailers’ Costs of Sales Tax Collec- 
tion in Ohio. James C. Yocum. Bu- 
reau of Business Research, College of 
Commerce and Administration, The 
Ohio State University, Columbus, 
Ohio. 1961. 163 pages. $5. 


This book is a study of the costs 
sustained by Ohio retailers in the 
collection of the Ohio retail sales tax. 


Somers and Somers 


Doctors, Patients, and Health Insur- 
ance. Herman M. Somers and Anne 
R. Somers. The Brookings Institu- 
tion, Washington, D. C. 1961. 576 
pages. $7.50. 

Reviewed by DUNCAN M. MaciNTYRE, 
Professor of Industrial and Labor Relations, 
New York State School of Industrial and 
Labor Relations, Cornell University. 


Few domestic issues are debated 


with more heat and less light than 
the cost and adequacy of health care, 


the control of rising health costs and 
their proper allocation among in- 
sureds, employers, labor unions and 
government. As is usually the case 
with complex problems, various inter- 
est groups offer a variety of remedies, 
most of them badly oversimplified. 
Insurance companies and Blue Cross 
plans, labor unions and organized 
physicians, legislative committees and 
group practice prepayment plans, em- 
ployers and medical economists have 
hastened to offer various panaceas 
for health care’s ills. Those seeking 
simple solutions will find little com- 
fort in Professor and Mrs. Somers’ 
new book, It is in calm diagnosis and 
judicious prescription of moderate, 
sensible remedies that the authors 
have rendered their greatest service. 
They have written an outstanding 
book, carefully organized, full of dis- 
passionate analysis, exhaustively docu- 
mented and, unlike so many health 
care treatises, one written in sprightly, 
vigorous prose. 


Books 


A few of the Somers’ judgments 
seem questionable. In their discus- 
sion of employee benefit programs 
(Chapter 12) the statement is made 
that “management has generally tried 
to maintain a neutral position with 
respect to the many controversial is- 
sues” (p. 231). The reviewer agrees 
that many employers have “preferred 
to purchase the more conservative 
types [of benefit program],” includ- 
ing cash-indemnity insurance, but to 
classify such purchases as a form 
of neutrality seems unwarranted ; the 
insurance-prepayment battle lines now 
are too sharply drawn for that. The 
writers also seem to have been strongly 
influenced by their observation of the 
New York City and California health 
insurance markets. “The merger move- 
ment—the amalgamation of smaller 
plans into larger units—’ may have 
made “considerable progress” on the 
West Coast (where multi-employer 
bargaining is the rule rather than the 
exception) and in the larger Eastern 
cities, but to conclude that “multi- 
employer plans are thus be- 
coming the rule rather than the 
exception” and to include “multi-union 
plans” (p. 239) in the same statement 
is at variance with the known facts. 


To maintain (pp. 405-406) that 
“The apparent triumph of experience 
rating over community rating... has 
probably made it impossible for mil- 
lions of high cost risks to purchase 
insurance without some form of gov- 
ernmental assistance” is to maintain 
too much. Not only does the state- 
ment confuse experience rating with 
concepts of “equity” (which, in insur- 
ance law, means rates reflecting loss 
expectancy) but it lumps experience 
rating (which applies only to groups) 
with individual accident and health 
insurance, a line of insurance separate 
from and unsubsidized by group acci- 
dent and health insurance. It also im- 
plies that, absent competition and the 
use of experience rating by private 
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insurers, community rate Blue Cross, 
Blue Shield and other prepayment 
plans could have enrolled “high-cost 
risks” by spreading costs “easily and 
painlessly throughout the consuming 
public.” This is a highly questionable 
implication, as community plan en- 
rollment figures and Chapter 21 of 
the Somers’ book well show. 


Other comments also seem valid. 
For example, the inclusion of a chap- 
ter or a section dealing with govern- 
mental health insurance abroad and 
the British National Health Service 


probably would have given the au- 
thors’ conclusions (particularly Chapter 
25, Critical Areas for Policy Decisions) 
more perspective. But such criticisms 
are minor and do not detract seriously 
from the over-all excellence of their 
work. This reviewer, for one, is con- 
vinced that Professor and Mrs. Somers 
have written a superb book about 
health insurance and prepayment prob- 
lems and issues. There is little ques- 
tion that it will remain the best work 
on U. S. health insurance for a decade 
to come. 


“This guy suggests that in the interest of good public 
relations we imprint the new 1040's with the phrase, 


‘satisfaction guaranteed or 
December, 1961 @ 


money back.’ ”’ 
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Index 


Each article appearing in TAXES during 1961 is indexed below according to title and 


author (or authors). 


In addition, most of the articles have been listed under an appro- 


priate general subject heading and Internal Revenue Code sections have been indexed. 


A 


Accelerated Straight Line Depreciation. 
p. 314. 
Accounting and accounting methods 
Accrual of income and liabilities. 
p. 285. 


Changing accounting methods. 
514. 


Claim of right under accrual basis. 
p. 652. 
Section 481 and Sections 1311-13}'. 
p. 207. 
Tax highlights of 1960. Mar., p. 276. 
Accrual Basis Taxpayers and the Claim of 
Right. Aug., p. 652. 


Accruals of Income and Liabiilties for Income 
Tax Purposes. Mar., p. 285. 
Accumulated earnings 
“Accumulation beyond 
May, p. 402. 
Improper accumulation. 
Section 531. Nov., p. 583. 
Acquiring corporations 
Code Section 381. Feb., p. 131. 
Tax highlights of 1960. Mar., p. 276. 
Tax loss acquisitions, Apr., p. 323. 
Action in Indiana on Kintner-Type Organiza- 
tions. Mar., p. 266. 
Adequate Security 
May, p. 387. 
Administrative law. ..Sept., p. 699. 
Alimony... .Oct., p. 797. 


Allocation of Depletion Among Trusts and 
Beneficiaries. June, p. 508. 


Analysis of Proposed ‘‘Tax Haven’’ Legislation. 
Dec., p. 1006. 


Are Interstate Tax Load Differences Important 
as Business Costs? Sept., p. 712. 


Armstrong, Desh’er D.—Section 531—Recent 
Cases Suggest New Problems. Nov., p. 853. 


Asner, Theodore M.—A New Look at Dollar- 
Value LIFO, Nov., p. 930. 


Feb., p. 73. 


Apr., 


Mar., 
June, Pp. 
Aug., 


Mar., 


reasonable needs."’ 


July, p. 617. 


Under Section 503(c)(1). 


Associations 


Basis.. Sept., p. 754. 


Bauerschmidt, Frank W.—Tax Highlights of 
1960. Mar., p. 276. 


Beneficiaries... June, p. 508. 


Blum, Walter J.—Tax Lawyers and Tax Policy. 
Mar., p. 247. 


Brown, Leon B.—The Tax Use of Charitable 
Trusts. Sept., p. 748. 
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Bumiller, Carl L.—Funding Unfunded Plans of 
Deferred Compensation. May, p. 445. 
Burden of proof 
In suits for refund. Sept., p. 737. 
Juries in federal civil income tax cases. 
Feb., p. 144. 
Section 534. Oct., p. 777. 
Burden of Proof, The. Sept., p. 737. 
Burnstein, Harold R.—Problems in the Use of 
Loss Carry-Overs. Dec., p. 1065. 
Business losses... Apr., p. 309. 
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Callmann, H. William.—‘‘One World’’ Concept 
v. Double Estate Taxes. July, p. 613. 


Canada... Nov., p. 899. 

Capital gains and losses...Aug., p. 675. 

Caplin, Mortimer M.—The Travel and Entertain- 
ment Expense Problem. Dec., p. 947. 

Carryovers and carry backs 

Ineffectual tax attribute. Feb., p. 131. 
Loss carryovers. Nov., p. 839; Dec., p. 1065. 

Case of the Ineffectual Tax Attribute, The. 
Feb., p. 131. 

Charitable giving 

Charitable trusts. 
1027. 

Tax incentives for lifetime gifts. 
104. 

Charitable Giving Developments in Tax Plan- 
ning and Policy. Dec., p. 1027. 

Chertow, Sheldon—Tax Requirements Affecting 
Capitalization of Foreign and Domestic Cor- 
porate Affiliates. Mar., p. 225. 

Claim of right . Aug., p. 652. 

Cohan, John R.—Income Tax Considerations in 
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p. 528. 

Cohan rule.. Dec., p. 947. 

Compensation . June, p. 473. 
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375. 
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169. 
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Curacao Organizations. June, p. 485. 


D 


Damages. ..June, p. 528. 

Death Benefits... May, p. 414. 
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Unfunded deferred compensation 
Jan., p. 24. 
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Reform in France. May, p. 391. 
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Hamburg, Alex M.—The Language of Taxa- 
tion. Apr., p. 336. 
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Meetings of Tax Men 


Tennessee Institute on Federal 
Taxation.—The Twelfth Annual Ten 
nessee Institute on Federal Taxation 
will be held at the Peabody Hotel in 
Memphis on December 7 and & The 
institute is sponsored by the Tennes 
see Society of Certified Public Ac 
countants, the Bar Association § of 
Tennessee, the Tennessee Society of 
Public Accountants and the University 
of Tennessee College of Business 
Administration through the Division 
of University Extension. This year’s 
institute will, for the first time, have 
a section of the program devoted to 
questions, submitted by registrants, 
on the entire field of federal income 
taxation. The registration fee for the 
institute is $25; additional informa 
tion may be obtained from Roy F. 


Center, Jr., Director of Conferences 
and Institutes, University Extension 
Building, University of 
Knoxville, Tennessee. 


Tennessee, 


Tidewater Tax Conference.—The 
Seventh Annual Tidewater Tax Con 
ference will be held on Saturday, 
December 2, in the Phi Beta Kappa 
Hall, College of William and Mary, 
Williamsburg, Virginia. The object 
of the conference is to make available 
to students, accountants, attorneys, 
and other professional and business 
groups in the Tidewater area timely 
and important factual material relat 
ing to federal and state tax returns, 
tax procedures and tax _ policies. 
Norman Q©. Tietjens, Chief Judge of 
the Tax Court will speak at the lunch 
eon session of the conference. 
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